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Audit Risk Alert—1993
Introduction
This alert is intended to help auditors in planning their 1993 year-end 
audits. Successful audits are a result of a number of factors, including 
acceptance of clients with integrity; adequate partner involvement in 
planning, supervising, and performing audits; an appropriate level of 
professional skepticism; and the allocation of sufficient audit resources 
to high-risk areas. Addressing these factors in each audit engagement 
requires substantial professional judgment based, in part, on a knowl­
edge of professional standards and current developments in business 
and government.
Throughout the audit process, from the initial consideration of 
whether to accept a client to the issuance of an audit report, auditors 
should consider overall engagement risk. Engagement risk consists of 
three components:
• T h e  en tity 's  bu s in ess  r isk—T h e  risk associated with the entity's 
survival and profitability
• T h e  au d ito r 's  a u d it  r isk —T h e  risk that the auditor may unknowingly 
fail to appropriately modify his or her opinion on financial state­
ments that are materially misstated
• T h e  au d ito r 's  bu s in ess  r isk —The risk of potential litigation costs from 
an alleged audit failure and the risk of other costs (whether an 
audit failure is alleged or not) such as fee realization and reputa­
tional effects from association with the client
Although this alert does not provide a complete list of risk factors to 
be considered, and the items discussed do not affect risk in every audit, 
it can be used as a planning tool for considering matters that may be 
especially significant for your audits.
Im plications of the Current Econom ic Environm ent
Recovery from the recession has proven to be modest and slow. The 
first half of 1993 revealed weak economic growth but some analysts 
expect a pickup in the remainder of the year. However, the recession 
and the slow recovery have affected all entities. Although each particu­
lar entity may be affected differently depending upon the industry and
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geographic location in which it operates, auditors should be alert to 
certain implications of the current economic climate that may mean 
added audit risks.
Entities may currently be questioning their continued existence or, in 
an attempt to strengthen their financial position, may be reorganizing 
or restructuring their business operations. This restructuring by some 
employers may include major layoffs of employees, which result in 
complex accounting events involving termination benefits and curtail­
ment of pension plans. The decline in interest rates will affect those 
benefit obligations that are measured on a discounted basis. Impair­
ment of assets, particularly goodwill, may be an accounting issue 
for entities that are experiencing economic difficulties. In addition, 
entities that have owned or leased real estate may be affected by the 
weak real estate market.
Going-Concern Problems
In every audit, the auditor is required to evaluate whether there is 
substantial doubt about an entity's ability to continue as a going concern 
for a reasonable period of time. Statement on Auditing Standards 
(SAS) No. 59, The Auditor's Consideration of an Entity's Ability to Continue 
as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341), 
notes that the auditor is not required to perform procedures specifi­
cally designed to detect going-concern problems. Information 
obtained from audit procedures planned and performed to achieve 
other audit objectives is sufficient to identify conditions or events that 
would cause the auditor to suspect there may be substantial doubt 
about the entity's ability to continue as a going concern. This stipu­
lation is applicable to the auditor's responsibility for initial evaluation 
of going-concern status; however, when initial evaluation raises 
substantial doubt about the entity's ability to continue as a going 
concern, the auditor will need to apply additional procedures.
In such circumstances, the auditor should ask management about its 
plans for dealing with the effects of the conditions or events underlying 
the going-concern question. The auditor should consider whether it 
is likely that the adverse effects will be mitigated by management's 
plans and whether those plans can be effectively implemented. 
Obtaining management's representations about its plans will not 
provide sufficient audit evidence to allay doubt about going-concern 
status. SAS No. 59 states that the auditor should identify the elements 
that are particularly significant to overcoming the conditions or events 
associated with the going-concern question, and should plan and 
perform auditing procedures to obtain evidential matter about them. 
For example, if management states that it plans to obtain additional
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financing or to dispose of assets, the auditor should request and evalu­
ate management's support for these plans.
In some situations, the auditor may need to obtain prospective financial 
information from management. After reading the prospective finan­
cial information and the assumptions underlying the information, the 
auditor should consider the adequacy of support for the significant 
assumptions. The auditor's consideration of management's plans 
should include comparing prospective financial information gener­
ated in prior periods with actual results, and comparing prospective 
information for the current period with results achieved to date.
If the auditor's doubts are alleviated by management's plans, the 
auditor should consider the need for financial statement disclosure of 
the principal conditions and events that initially caused the auditor to 
believe there was substantial doubt, and any mitigating factors, includ­
ing management's plans.
In some cases, an entity's condition may change and a situation 
previously giving rise to substantial doubt about an entity's ability to 
continue as a going concern may be favorably resolved (for example, 
when debt or equity is subsequently issued). The entity may ask the 
auditor to remove the going-concern explanatory paragraph from the 
previously issued report. If the auditor reissues the report, the Securi­
ties and Exchange Commission (SEC) has requested, although not 
required by authoritative auditing literature, that such reports contain 
an emphasis-of-a-matter paragraph informing users that the original 
auditor's report contained a going-concern explanatory paragraph. 
In addition, the emphasis-of-a-matter paragraph should provide 
disclosure of the principal conditions and events that resulted in the 
resolution of the going-concern matter.
Expected Dispositions of Business Operations
Many U.S. entities have recently reorganized or restructured their 
business operations and made decisions to dispose immediately, or in 
the foreseeable future, of certain noncore businesses. Accounting for 
the disposal of a business segment or portion of a business segment 
is addressed in Accounting Principles Board (APB) Opinion No. 30, 
Reporting the Results of Operations—Reporting the Effects of Disposal of 
a Segment of a Business, and Extraordinary, Unusual and Infrequently Occur­
ring Events and Transactions (FASB, Current Text, vol. 1, secs. 113 and 117), 
its Interpretation, and in the Financial Accounting Standards Board's 
(FASB's) Emerging Issues Task Force (EITF) Issue No. 85-36, Discon­
tinued Operations with Expected Gain and Interim Operating Losses. When 
management is contemplating the disposition of all or part of 
a business segment, a determination must be made as to whether a
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measurement date has been reached for purposes of applying the 
measurement principles of APB Opinion No. 30. If the disposition is 
not expected to occur within a year or the method of disposition 
is not yet known, it is likely that a measurement date, as defined 
in paragraph 14 of APB Opinion No. 30, has not yet occurred. In 
such circumstances, applying the measurement and reporting 
principles of APB Opinion No. 30 would not be appropriate. However, 
SEC registrants contemplating the disposition of all or a portion 
of a business segment should discuss such dispositions in Manage­
ment's Discussion and Analysis (MD&A) if they are reasonably 
likely to have a material effect on future operations, cash flow, or 
financial condition.
Asset Impairm ent
Asset impairment continues to be a contentious auditing and finan­
cial reporting issue in the current economic climate. The FASB is 
expecting to issue, in the fourth quarter of 1993, an exposure draft of a 
Statement of Financial Accounting Standards titled A ccou n tin g  fo r  th e  
Im p a irm en t o f  L on g -L iv ed  A ssets  a n d  Id en tifia b le  In tan g ib les .
The addition of an explanatory paragraph to the auditor's report 
because of an uncertainty concerning the recoverability of an asset 
is n ot a  su b s titu te  for recognition of a loss when such recognition is 
appropriate (FASB Statement No. 5, A ccou n tin g  f o r  C on tin g en c ies  [FASB, 
C u rren t Text, vol. 1, sec. C59], and EITF Issue No. 84-28, Im p a irm en t o f  
L o n g -L iv ed  A sse ts). Accordingly, it should first be determined whether 
a loss should be recognized or disclosed in those situations involving 
uncertainties about the recoverability of an asset. If it is determined 
that a loss is not recognized or disclosed when it should be and the 
effect on the financial statements is material, the auditor's report 
should be modified for a departure from generally accepted account­
ing principles (GAAP).
Impairm ent of Goodwill
For entities that have material amounts of goodwill recorded in the 
financial statements and the acquired entities are experiencing economic 
difficulties, the potential impairment of goodwill is a significant risk 
factor. In current practice, there is significant diversity regarding the 
recognition and measurement of the impairment of goodwill. APB 
Opinion No. 17, In ta n g ib le  A ssets  (FASB, C u rren t Text, vol. 1, sec. 160), 
states that the "estimation of value and future benefits of an intangi­
ble asset may indicate that the unamortized cost should be reduced 
significantly." This Statement has been interpreted in practice to 
support the measurement of any impairment on either a fair value
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or a recoverability approach. When an impairment of goodwill is 
recognized, the financial statements should disclose the underlying 
reasons for the writedown in accordance with APB Opinion No. 17.
Im pact of Corporate Downsizing
The past and current economic environment has led many entities to 
announce major layoffs of hourly and salaried employees in record 
numbers. Auditors should be aware of how these layoffs may result in 
certain complex accounting events, particularly when several events 
occur simultaneously. Examples of such events resulting from layoffs 
include the following.
S p ec ia l T erm in ation  B en efits . Some employers offer incentives, typically 
richer pension benefits, to employees to take early retirement. Costs 
related to these benefits generally should be charged to expense 
when the employees accept the offer and the amount can be reason­
ably estimated.
C on tractu a l T erm in ation  B en efits . Supplemental unemployment benefits 
or severance pay may be due contractually to certain employees, par­
ticularly union employees, upon layoff or termination. These costs 
generally should be charged to expense when it is probable that the 
employees will be entitled to the benefits and the amount can be 
reasonably estimated.
C u rta ilm en t o f  D efin ed  B en e fit  P en sion  a n d  P ostretirem en t P lan s . A curtail­
ment of one or more of these plans may result from a termination of 
employees if a substantial portion of expected future service of present 
employees is eliminated. A curtailment gain generally should be 
recorded when the related employees terminate or the plan suspension 
or amendment is adopted. A curtailment loss should be recognized 
when it is probable that a curtailment will occur and the loss is reason­
ably estimable.
P ostem p loy m en t B en efits . Postemployment benefits may be due to 
former or inactive employees. Such benefits may include salary 
continuation, supplemental unemployment benefits, and job training 
and counseling. Costs related to those benefits should be accrued 
during the employees' service period if (1) the employer's obligation 
relating to employees' rights to receive those benefits is attributable 
to employees' services already rendered, (2) the obligation relates to 
rights that vest or accumulate, (3) payment of the benefits is probable, 
and (4) the amount can be reasonably estimated. Postemployment 
benefits that do not meet those conditions should be accrued when the
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layoff or termination is probable and the amount can be reasonably 
estimated. In addition, by law, terminated employees and their depen­
dents have the right to continue coverage under certain employee 
benefit plans for eighteen or thirty-six months. The premiums that 
the employer is permitted to charge may not cover the full cost of 
the benefits. Any indicated loss should be recorded when the layoffs/ 
terminations are probable and the amount of benefits can reasonably 
be determined.
The primary accounting guidance for events related to employee 
termination is FASB Statement No. 88, E m p loy ers ' A ccou n tin g  f o r  S ett le ­
m en ts  a n d  C u rta ilm en ts  o f  D efin ed  B en e fit  P en sion  P la n s  a n d  f o r  T erm in ation  
B en efits  (FASB, C u rren t Text, vol. 1, secs. P16 and P40), FASB Statement 
No. 106, E m p lo y ers '  A ccou n tin g  f o r  P ostretirem en t B en efits  O th e r  T h an  
P en sion s  (FASB, C u rren t Text, vol. 1, secs. P16 and P40), and FASB State­
ment No. 112, E m p lo y ers ' A ccou n tin g  f o r  P ostem p loy m en t B en e fits  (FASB, 
C u rren t Text, vol. 1, sec. P32). Auditors should determine whether 
the entity has identified and measured all the effects of layoffs and 
terminations. In certain cases, an actuary may be used to estimate 
the effects and auditors should refer to the guidance in SAS No. 11, 
U sin g  th e  W ork o f  a  S p ec ia lis t  (AICPA, P ro fess ion a l S tan d ard s , vol. 1, 
AU sec. 336). Layoffs and terminations are not routine; therefore, the 
entity's controls over annual employee census information may not be 
applicable or effective.
D iscount Rate Used to M easure Benefit Obligations
Interest rates have declined steadily over the past several years 
and are currently at their lowest levels in more than a decade. 
Since assumed discount rates used in measuring benefit obligations 
should change to reflect changes in the general level of interest 
rates, auditors should consider the impact of the decline in the general 
level of interest rates on benefit obligations that are measured on 
a discounted basis. Assumed discount rates are used in measuring 
the projected, accumulated, and vested benefit obligations under 
FASB Statement No. 87, E m p lo y ers ' A ccou n tin g  f o r  P en sion s  (FASB, 
C u rren t Text, vol. 1, sec. P16), and FASB Statement No. 106. The 
assumed discount rates should reflect the current rates at which 
the obligations could be e ffe c t iv e ly  se ttled . Paragraphs 186-193 of 
Statement No. 106 provide guidance for selecting discount rates 
for purposes of measuring pension and postretirement benefit 
obligations. Auditors should carefully review management's selec­
tion of discount rates to determine that the discount rate conforms 
to such guidance. A reduction in the assumed discount rate can
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increase substantially the amount of the benefit obligation and may 
impact future service cost.
Contingent Losses Relating to Changes 
in OPEB Plans
Faced with the reduction or elimination of postretirement benefits 
other than pensions (OPEB), retirees have been challenging in court 
their former employers' assertions that these entities have the 
unilateral right- to eliminate or reduce such benefits. The absence of a 
written plan or conflicting written or oral communications of the plan 
have led to mixed outcomes in court and the ultimate outcome of such 
litigation may be uncertain. Auditors should determine whether enti­
ties have accounted properly for and disclosed material contingencies 
that may arise from the elimination or reduction in OPEB provided 
to retirees. Guidance on when it is appropriate to recognize a liability 
for a contingent loss and related disclosures is provided by FASB 
Statement No. 5.
Entities With Significant Real Estate Holdings
Some entities that are not classified as real estate firms may have 
significant owned or leased real estate or provide financing under real 
estate collateralized obligations. Due to the weak real estate market, 
certain current values are significantly lower than they were even as 
recently as six months to a year ago. One of the factors contributing to 
the rapid decline in values is the emergence of substantial real estate 
portfolios available for sale. Entities that have provided real estate 
financing may not have considered the full impact of these value 
declines. Even recent independent appraisals may have failed to fully 
reflect current market conditions as the appraisal may be based in part 
on specific assumptions stipulated by the entity ordering the 
appraisal. Real estate, although traditionally considered a long-term 
investment, is currently even less liquid than in prior years, due to 
excess supply and limited credit availability.
Auditors encountering the risks described above should consider the 
need for appropriate write-downs or reserves and the impact on any 
disclosures required by FASB Statement No. 107, D isc lo su res  ab o u t  
F air  V alue o f  F in an c ia l In stru m en ts  (FASB, C u rren t Text, vol. 1, sec. F25), or 
voluntary fair value disclosures. An auditing interpretation was issued 
in February 1993 to provide auditors performance and reporting 
guidance related to fair value disclosures. Refer to Interpretation No. 1, 
P erfo rm an ce  a n d  R ep o rtin g  G u id a n ce  R ela ted  to F a ir  V alue D isc lo su res , 
of SAS No. 57, A u d itin g  A ccou n tin g  E stim ates  (AICPA, P ro fess ion a l S ta n d ­
ard s, vol. 1, AU sec. 342).
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Regulatory D evelopm ents
Environmental M atters
Investors, creditors, and regulators continue to focus on environ­
mental matters. Over the past several years, the SEC staff has been 
closely monitoring the adequacy of environmental disclosures in 
connection with its review of filings. In an effort to determine whether 
appropriate disclosure is made, the SEC staff receives from the 
Environmental Protection Agency (EPA) lists of all entities that have 
been designated as potentially responsible parties (PRPs) on hazard­
ous waste sites as well as information concerning entities subject 
to the cleanup requirements under the Resource Conservation and 
Recovery Act.
The AICPA frequently receives inquiries about how to account for 
environmental contingencies and liabilities and the related audit 
consequences. The applicable accounting literature includes FASB 
Statement No. 5 and FASB Interpretation No. 14, R ea so n a b le  E stim ation  
o f  th e  A m o u n t  o f  a  L oss  (FASB, C u rren t Text, vol. 1, sec. C59). In addition, 
guidance is included in EITF Issue No. 89-13, A ccou n tin g  f o r  th e  C ost o f  
A sbesto s  R em ov a l, Issue No. 90-8, C ap ita liz a tion  o f  C osts  to T reat E n v iro n ­
m en ta l C o n ta m in a tio n , and Issue No. 93-5, A ccou n tin g  f o r  E n v iro n m en ta l  
L iab ilit ie s . The EITF reached a consensus in Issue No. 93-5 that an 
environmental liability should be evaluated independently from any 
potential claim for recovery (a two-event approach) and that the loss 
arising from the recognition of an environmental liability should be 
reduced only when a claim for recovery is probable of realization.
In June 1993, SEC Staff Accounting Bulletin (SAB) No. 92, A ccou n tin g  
a n d  D isc lo su res  R e la t in g  to L oss  C on tin g en c ies , was issued. Among other 
things, SAB No. 92 indicates that it is n ot o rd in a r ily  appropriate to offset 
in the balance sheet a claim for recovery that is probable of realization 
against a probable contingent liability. The staff believes t h a t " . . .  sepa­
rate presentation of the gross liability and related claim for recovery in 
the balance sheet most fairly presents the potential consequences of 
the contingent claim on the company's resources and is the preferable 
method of display."
SAB No. 92 also indicates that if an entity is jointly and severally liable 
with respect to a contaminated site but there is a reasonable basis for 
apportionment of costs among responsible parties, the entity need 
not recognize a liability for costs apportioned to other responsible 
parties. However, if it is probable that other responsible parties will not 
fully pay costs apportioned to them, the entity should include its best 
estimate, before consideration of potential recoveries from other 
parties, of the additional costs it expects to pay. A note to the financial 
statements should describe any additional loss that is reasonably
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possible. In addition, SAB No. 92 requires expanded disclosures of 
environmental and other contingencies.
In applying the accounting literature, auditors should be alert to the 
possibility of an inappropriate delay in the accrual of an environmental 
loss until sufficient information is available to determine the best esti­
mate of the liability. Interpretation No. 14 requires entities to accrue a 
loss contingency when the estimated loss is within a range of amounts.
The applicable auditing guidance for environmental matters is found 
in SAS No. 11; SAS No. 12, In q u iry  o f  a  C lien t's  L a w y er  C on cern in g  
L itig a tion , C la im s, a n d  A ssessm en ts  (AICPA, P ro fess io n a l S tan d ard s , vol. 1, 
AU sec. 337); SAS No. 54, I lleg a l A cts by  C lien ts  (AICPA, P ro fess ion a l  
S tan d ard s , vol. 1, AU sec. 317); and SAS No. 57. Auditors should con­
sider asking management whether the entity or any of its subsidiaries 
has been designated as a PRP by the EPA or otherwise has a high-risk 
exposure to environmental liabilities. When more than one PRP is 
associated with a contaminated site, each party may be contingently 
liable for the full amount of cleanup costs and fines because of the joint 
and several nature of environmental laws. Such exposure could result 
in the need for an entity to accrue for cleanup costs or disclose a con­
tingency and, possibly, necessitate the addition of an explanatory 
paragraph in the auditor's report.
Possible indicators of an increased risk of an entity's exposure to 
environmental liabilities include—
• Participation in a real estate transaction or corporate merger 
involving properties with environmental risks (for example, 
chemical companies).
• The purchase of land at a price significantly below local market 
prices (a possible bargain sale due to environmental risk).
• The acquisition of new or increased insurance coverage against 
environmental risks or liability to third parties.
Providing Access to or Photocopies of Workpapers to Regulators
SAS No. 41, W orkin g  P ap ers  (AICPA, P ro fess io n a l S tan d ard s , vol. 1, 
AU sec. 339), provides auditors guidance on the functions, nature, 
content, ownership and custody of working papers and observes that 
working papers are the property of the auditor. The auditor's working 
papers should not be regarded as part of, or a substitute for, the client's 
accounting records. In some situations, auditors may be ob lig a ted  by 
law, regulation, or audit contract to provide access to or photocopies of 
their workpapers to a regulator.
The AICPA has developed guidelines to assist auditors in fulfilling 
these obligations while also maintaining control over the workpapers.
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(For a complete copy of these guidelines, refer to the Notice to Practi­
tioners "Guidance for Independent Auditors When Required to 
Provide Access to or Photocopies of Workpapers to Regulators" in the 
July/August 1993 issue of the CPA L etter .) Auditors should be aware that 
the guidelines do not apply to situations involving a request from the 
Internal Revenue Service (IRS) or firm practice-monitoring programs 
to comply with AICPA or state professional requirements, such as peer 
or quality reviews, or in response to a subpoena.
P rov id in g  A ccess  to W orkpapers. When required by law, regulation, or 
audit contract to provide a regulator access to workpapers, the audi­
tor should—
• Ensure that the client and the audit team are aware that the work­
papers may be reviewed by the regulator, and have the client 
acknowledge in the engagement letter that the workpapers are the 
property of the auditor but the regulator may be provided with 
access to workpapers, upon request in accordance with the law, 
regulation, or audit contract.
• Ensure that a request for access to workpapers by the regulator is 
in writing. The auditor should communicate specific details (for 
example, date, time, and location) to the client of how access to the 
workpapers will be provided, and request the client acknowledge 
to the auditor in writing that the auditor is requ ired  to provide 
such access to the regulator. In the event the client does not comply 
with this request, the auditor may wish to consult his or her own 
legal counsel.
• Maintain control over the workpapers at all times. Unless 
expressly provided for by law, regulation, or audit contract, only 
workpapers related to specific requests should be made available.
P rov id in g  P h o to co p ie s  o f  W orkpapers. In addition to the above guide­
lines, when required by law, regulation, or audit contract to provide a 
regulator photocopies of workpapers, the auditor should—
• Provide copies of only those specific portions of workpapers that 
were requested, preferably only requests made during the course 
of an on-site review.
• Consider asking the client to review requested workpaper copies 
before they are submitted to the regulator.
• Ensure that control over copies of the workpapers is maintained by 
clearly labeling all workpaper copies co n fid en tia l and indicating 
that secondary distribution of the workpapers is not permitted 
without the written approval of the auditor. Copies should be
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transmitted to the regulator with a cover letter requesting con­
fidential treatment of information contained in the workpapers.
New A uditing Pronouncem ents
Comfort Letters
In February 1993, the AICPA's Auditing Standards Board (ASB) 
issued SAS No. 72, L etters  f o r  U n d erw riters  a n d  C erta in  O th e r  R eq u estin g  
P arties  (AICPA, P ro fess io n a l S tan d ard s , vol. 1, AU sec. 634). Historically, 
accountants have provided comfort letters to underwriters in connec­
tion with securities offerings registered pursuant to the Securities Act 
of 1933. SAS No. 72 expands the availability of comfort letters beyond 
those underwriters to include (1) broker/dealers or other financial 
intermediaries in connection with the offering or placement of 
securities, and (2) buyers and sellers in connection with an acquisition 
when an exchange of stock is involved. These parties are required to 
provide the accountant with a letter making certain representations, 
as described in paragraphs 6 and 7 of the Statement. If the party 
requesting the comfort letter is unable to provide those represen­
tations, the accountant may not provide them with a comfort letter 
but may provide them with other services, such as a review under 
SAS No. 71, In ter im  F in an c ia l In fo rm a tio n  (AICPA, P ro fess io n a l S tan d ard s , 
vol. 1, AU sec. 722), or agreed-upon procedures under SAS No. 35, 
S p ec ia l R ep o r ts—A p p ly in g  A g reed -U p o n  P roced u res  to S p ec ified  E lem en ts , 
A ccou n ts, o r  Item s o f  a  F in an c ia l S ta tem en t (AICPA, P ro fess ion a l S tan d ard s , 
vol. 1, AU sec. 622).
The Statement also requires the accountant to perform a SAS No. 71 
review to provide negative assurance in a comfort letter on interim 
financial information. SAS No. 72 supersedes SAS No. 49, L etters  f o r  
U n d erw riters , and became effective for all comfort letters issued on or 
after June 30, 1993.
Reports on Service Organizations
Many entities use outside service organizations to perform tasks 
requiring expertise or technology that does not exist within the organi­
zation. Service organizations provide various levels of services 
ranging from performing a specific task under the direction of an 
entity to replacing entire business units or functions of the entity. 
Some examples of service organizations are bank trust departments 
that invest and hold assets for employee benefit plans and data 
processing centers that process transactions and related data for 
other organizations.
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When an entity (a user organization) uses a service organization, the 
functions or processing performed by the service organization 
may have a significant effect on the user organization's financial 
statements. Because the processing will be subjected to control policies 
and procedures that are physically and operationally separate from 
the user organization, the internal control structure of the user 
organization may include a component that is not directly under the 
control and monitoring of the user organization's management. 
SAS No. 55, C o n sid era tio n  o f  th e  In tern a l C on tro l S tru c tu re  in  a  F in an c ia l  
S ta tem en t A u d it (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AU sec. 319), 
requires an auditor to obtain a sufficient understanding of an 
entity's internal control structure to plan the audit. For this reason, 
planning the audit may require that a user auditor gain an under­
standing of the control policies and procedures performed by the 
service organization.
When a user organization relies on a service organization's control 
policies and procedures over the processing of transactions that are 
material to a user organization's financial statements, those control 
policies and procedures should be considered by the user auditor. One 
method of obtaining information about those policies and procedures 
is to obtain a service auditor's report. SAS No. 70, R ep orts  on  th e  P ro cess ­
in g  o f  T ran saction s by  S erv ic e  O rg an iza tion s  (AICPA, P ro fess ion a l S tan d ard s , 
vol. 1, AU sec. 324), which was issued in April 1992 and superseded 
SAS No. 44, S p ec ia l-P u rp o se  R ep orts  on  In tern a l A ccou n tin g  C on tro l a t  
S erv ic e  O rg an iza tion s , provides guidance to auditors performing an 
audit of a user organization and to service auditors performing 
procedures and reporting on the control policies and procedures at 
a service organization.
Auditors frequently inquire whether it is necessary to obtain a 
service auditor's report when their clients use a service organization. 
The fact that an entity uses a service organization does not, in 
and of itself, indicate that a user auditor must obtain a service 
auditor's report.
Factors to consider in determining whether to obtain a service 
auditor's report are—
• The materiality of transactions or accounts affected by the service 
organization.
• The extent to which the user organization retains responsibility for 
authorizing the transactions and maintaining the related account­
ability. When the service organization has authority to initiate and 
execute transactions for user organizations, there is a greater 
probability that the user auditor will need to obtain a more detailed 
understanding of the policies and procedures at the service 
organization. For example, it is common for trust departments of
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banks to be given discretionary authority to buy and sell securities 
for user organizations (particularly employee benefit plans) based 
on guidelines in a trust agreement. In such circumstances, the user 
auditor would probably need to gain a more detailed understand­
ing of the policies and procedures at the trust department to plan 
the audit.
• The availability of other information at the user organization that 
may provide the auditor with sufficient information to plan the 
audit; for example, user manuals, system overviews, and techni­
cal manuals.
Auditors issuing service auditors' reports dated after March 31 , 1993, 
are required to follow the guidance in SAS No. 70 and may have 
questions about its implementation. The Auditing Standards Division 
expects to issue an Auditing Procedure Study (APS), Im p lem en tin g  
SA S N o. 70, R ep orts  on  th e  P ro cess in g  o f  T ran saction s by  S erv ic e  O rg an iza ­
tion s, in the first quarter of 1994.
GAAP Hierarchy
In January 1992, the ASB issued SAS No. 69, T h e  M ea n in g  o f  Present 
Fairly in Conformity With Generally Accepted Accounting Principles 
in  th e  In d ep en d en t A u d ito r 's  R ep o rt  (AICPA, P ro fess ion a l S tan d ard s , vol. 1, 
AU sec. 411), which revised the GAAP hierarchy. The revised hierarchy 
elevates the authority of certain accounting pronouncements, including 
AICPA Audit and Accounting Guides and Statements of Position 
(SOPs), and FASB EITF consensus positions. Because several organiza­
tions establish GAAP, there is not one publication that includes all 
GAAP pronouncements; however, the following references contain 
pronouncements that are authoritative (m u st kn ow ) GAAP and—if 
acquired and maintained—should provide auditors with an appropriate 
accounting library.
FA SB  O r ig in a l P r o n o u n c e m e n ts —A c c o u n t in g  S ta n d a r d s . This two- 
volume set contains the original text of accounting pronouncements. It 
includes FASB Statements of Financial Accounting Standards and 
Interpretations, APB Opinions, AICPA Accounting Research Bulletins, 
and FASB Technical Bulletins. The pronouncements are arranged 
chronologically and the text includes a topical index. (Product No. 
005043; $83.50.) In addition, for SEC registrants, rules and interpretive 
releases of the SEC are considered equivalent to FA SB O rig in a l 
P ro n o u n cem en ts—A ccou n tin g  S tan d ard s .
A IC P A  A u d it  a n d  A ccou n tin g  G u id es . These guides summarize the 
practices applicable to specific industries and describe relevant
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matters, conditions, and procedures unique to these industries. See 
the A IC P A  C a ta lo g  o f  P u b lic a t ion s  for a listing of available guides ($26 
per guide).
A IC P A  T echn ica l P ractice  A id s  (In c lu d in g  S O P s). SOPs issued by the 
AICPA Accounting Standards Division and Accounting Standards 
Executive Committee (AcSEC) Practice Bulletins are included in this 
text, which also contains a selection of nonauthoritative audit and 
accounting questions answered by the AICPA's Technical Information 
Service. SAS No. 69 elevated the status of AcSEC Practice Bulletins 
to the authority of established accounting principles. (Product No. 
005053; $60.)
FA SB E m erg in g  Issu es  Task F orce A bstracts . This text contains a summary 
of the proceedings of the FASB's EITF. Each abstract summarizes the 
accounting issues involved and the results of the discussion, including 
any consensus reached on the issue. SAS No. 69 elevated the status 
of EITF consensuses to the authority of established accounting princi­
ples. (Available from the FASB, (203) 847-0700, extension 10, Product 
No. EAB93; $33.)
Reporting on Internal Control
In May 1993, Statement on Standards for Attestation Engagements 
(SSAE) No. 2, R ep o r tin g  on  an  E n tity 's  In tern a l C on tro l S tru c tu re  O v er  
F in an c ia l R ep o r tin g  (AICPA, P ro fess io n a l S tan d ard s , vol. I ,  AT sec. 400), 
was issued.1 This Statement supersedes SAS No. 30, R ep o r tin g  on  
In tern a l A ccou n tin g  C on tro l, and is effective for an examination of 
management's assertion on the effectiveness of an entity's internal 
control structure over financial reporting when the assertion is as of 
December 15, 1993, or thereafter. SSAE No. 2 provides guidance to 
accountants who are engaged to examine and report on management's 
written assertion about the effectiveness of an entity's internal control 
structure over financial reporting. The Statement d o es  n o t c h a n g e  the 
auditor's responsibility for considering the entity's internal control 
structure over financial reporting in an audit of financial statements.
SSAE No. 2 requires that, for a practitioner to be engaged to examine 
management's assertion, management should evaluate the effectiveness
1 In  A pril 1993, th e  follow ing S S A E s w ere  cod ified  in to  S SA E  N o. 1 , Attestation 
Standards;
• Attestation Standards (A IC PA , Professional Standards, vo l. 1, AT sec. 100)
• Financial Forecasts and Projections (AICPA, Professional Standards, vol. 1, AT sec. 200)
• Reporting on Pro Forma Financial Information (A IC PA , Professional Standards, 
vo l. 1 , AT sec. 3 00 )
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of the entity's financial reporting controls using reasonable criteria for 
effective internal control structures established by a recognized body. 
Accountants should be aware that the ASB recently expressed a 
preference for use of the criteria in the Committee of Sponsoring 
Organizations (COSO) of the Treadway Commission's Report, In tern a l  
C on tro l—In teg ra ted  F ram ew ork  (Product No. 990002; $50), as opposed to 
the criteria in SAS No. 55. The ASB expects to replace the concepts in 
SAS No. 55 with the concepts in the COSO Report throughout the 
auditing and attestation literature.
Recently enacted federal requirements mandate that management 
report on the effectiveness of its internal control structure over finan­
cial reporting; for example, the Federal Deposit Insurance Corporation 
(FDIC) Improvement Act of 1991. These actions include various forms 
of auditor involvement—most often a requirement to attest to manage­
ment's report. SSAE No. 2 provides guidance for accountants who are 
engaged to attest to such reports.
Compliance Attestation
An exposure draft of proposed SSAE, C o m p lia n ce  A ttes ta tio n , was 
issued in April 1993. The proposed Statement provides guidance to 
assist accountants in accepting an agreed-upon procedures or exami­
nation engagement relating to an entity's compliance with specified 
laws or regulations; planning and performing the engagement; and 
reporting on the engagement. Importantly, the proposed guidance 
applies to auditors of insured depository institutions who perform 
agreed-upon procedures to test the entity's compliance with specified 
safety and soundness laws, as required by the FDIC Improvement Act 
of 1991.
A final standard, which will be SSAE No. 3, is expected to be issued 
by year-end and is effective for engagements in which management's 
assertion is as of or for a period ending June 15, 1994, or thereafter. 
However, for engagements to perform agreed-upon procedures to 
test a financial institution's compliance with specified safety and 
soundness laws in accordance with the FDIC Improvement Act of 1991, 
this Statement is effective when management's assertion is as of 
December 31, 1993, or thereafter.
Using the Work of a Specialist
An exposure draft of a proposed SAS, U sin g  th e  W ork o f  a  S p ec ia lis t , 
was issued in April 1993 to clarify existing guidance for auditors 
who use the work of a specialist in performing an audit of financial 
statements in accordance with generally accepted auditing standards 
(GAAS). When issued, the Statement will supersede SAS No. 11.
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Among other changes, the document clarifies its applicability to 
situations in which—
• Management engages a specialist to prepare, or assist in the 
preparation of, amounts or disclosures in the financial state­
ments, and the auditor intends to use that specialist's work as 
evidential matter.
• Management engages a specialist employed by the auditor's 
firm to provide advisory services and the auditor intends to use 
that specialist's work as evidential matter.
• The auditor engages a specialist and intends to use that specialist's 
work as evidential matter.
The proposed Statement also clarifies that when a specialist has a 
relationship with the client and the auditor believes the relationship 
may impair the specialist's objectivity, the auditor should perform 
additional procedures related to the specialist's methods, assump­
tions, or findings. A final Statement is expected by mid-1994.
Guidance on the Effect o f Information Technology
The Auditing Standards Division plans to issue an APS titled A u d it  
C o n sid era t io n s  in  C om m on  C o m p u ter  E n v iron m en ts , that describes the 
possible effect on the financial statement audit of an entity's use of 
information technologies such as electronic data interchange (EDI), 
microcomputers, local area networks (LANs), end-user computing, 
database management systems, and telecommunications. (A notice 
will be published in the CPA L etter  when the APS is issued.)
EDI is the electronic exchange between entities of business data in a 
standard format, replacing documents such as purchase orders, 
invoices, and checks. A customer and vendor using EDI could com­
plete an entire business transaction and the only physical paper 
exchanged would be the bill of lading that accompanies the goods 
shipped. EDI commonly is used in the retailing and auto manufactur­
ing industries for purchases from suppliers but it is also used in the 
banking industry for electronic funds transfer and in the insurance 
industry to process medical benefit claims. Entities of all sizes already 
may be using EDI because some entities, such as retailers and auto 
manufacturers, often require the use of EDI by their suppliers as a 
condition of doing business.
Because entities are increasingly reliant on computers for significant 
accounting applications, auditors are using computer-assisted audit 
techniques (CAATs) to perform more efficient and effective audits of 
those entities' financial statements. CAATs are tools and techniques 
that include the computer as an integral part of the audit process.
22
Auditors may use the computer to access data in an entity's accounting 
system, analyze and test that data, test the controls over processing of 
the data, and transform that data into the financial statements. The 
computer may be used in many ways to facilitate a financial statement 
audit, such as assisting in the management of the audit.
The Auditing Standards Division also plans to issue an APS titled 
A u d itin g  W ith C om p u ters . This APS describes the computer tools and 
techniques available for use in the audit process, how those tools work, 
some of their advantages and disadvantages, and the typical audit 
tasks those tools can accomplish. It also describes factors the auditor 
should consider when choosing the most appropriate computer tool 
for the particular audit task and when deciding whether it would be 
more appropriate to involve a specialist in developing or implementing 
CAATs. This APS will withdraw the 1979 Audit and Accounting Guide, 
C om p u ter-A ssisted  A u d it  T echn iqu es. (A notice will be published in the 
CPA L etter  when the APS is issued.)
A udit C om m unication and R eporting Issues
Communications Between Predecessor and Successor Auditors
When a change of auditors has taken place or is in process, certain 
communications between predecessor and successor auditors are 
required by SAS No. 7, C o m m u n ica tio n s  B etw een  P red ec es so r  a n d  S u c cesso r  
A u d ito rs  (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AU sec. 315). The initia­
tive in communicating is the responsibility of the successor auditor, 
who should attempt certain communications prior to acceptance of the 
engagement. Authoritative standards require such communications 
because they provide key evidence in the determination of the level of 
audit risk associated with a potential audit client. Prior to acceptance 
of a new engagement, an auditor should weigh carefully the high 
level of audit risk that may be associated with a new audit client 
when the predecessor auditor has had disagreements with manage­
ment on matters of accounting principle or auditing procedures or 
has concerns regarding management's integrity or the reliability of 
management's representations.
Reporting on Other Information
Questions frequently arise as to how auditors should report on 
information that is presented outside the basic financial statements. 
Auditors are reminded of the following Statements that address report­
ing on such information:
• S A S  N o. 8, O th er  In fo rm ation  in  D ocu m en ts  C on ta in in g  A u d ited  F in an ­
c ia l S ta tem en ts  (A IC P A , P ro fess io n a l S tan d ard s , v o l. 1 , A U  s e c . 5 5 0 )
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• S A S  N o. 29 , R ep o r tin g  on  In fo rm a tio n  A ccom p a n y in g  th e  B a s ic  F in a n ­
c ia l S ta tem en ts  in  A u d ito r -S u b m itted  D ocu m en ts  (A IC P A , P ro fess ion a l  
S tan d ard s , v o l. 1 , A U  s e c . 5 5 1 )
• SAS No. 52, O m n ib u s  S ta tem en t on  A u d it in g  S ta n d a rd s— 1987; 
"Required Supplementary Information" (AICPA, P ro fession a l S tan d ­
ard s, vol. 1, AU sec. 558)
To determine which SAS applies to an engagement, auditors must 
answer the following questions: (1) Is the information included in an 
auditor-submitted or client-prepared document? (2) Does the FASB or 
the Governmental Accounting Standards Board (GASB) require that 
the information be presented?
Ordinarily, if the document is auditor-submitted, the applicable 
auditing standard is SAS No. 29. However, for client-prepared docu­
ments that include information required by the FASB or GASB, auditors 
should follow the guidance in SAS No. 52. If the client-prepared infor­
mation is not required by the FASB or GASB, the appropriate auditing 
standard is SAS No. 8.
Reporting on the Application of GAAP
Accountants are sometimes engaged by entities, for whom they are 
not the continuing auditor (that is, the entity's financial statements are 
audited, reviewed or compiled by another accountant), to provide con­
sultations regarding a proposed or completed transaction. SAS No. 50, 
R ep orts  on  th e  A p p lic a t io n  o f  A ccou n tin g  P r in c ip le s  (AICPA, P ro fess ion a l  
S tan d ard s , vol. 1, AU sec. 625), applies to accountants who provide 
reports, written or oral, on the accounting treatments of proposed 
or completed specific transactions to persons or entities other than 
continuing clients.
Before providing advice, the accountant should consider the identity 
of the requestor of the report, the circumstances and purpose of the 
request, and the use of the resulting report. SAS No. 50 also requires 
the reporting accountant to exercise due professional care, have ade­
quate technical training and proficiency, properly plan and supervise 
the engagement, and accumulate sufficient information to provide a 
reasonable basis for the professional judgment described in the report. 
In forming a judgment, the accountant should—
• Understand the form and substance of the transaction.
• Review applicable accounting principles.
• Consult with other professionals or experts, as appropriate.
• Perform research and consider precedents and analogies, as 
appropriate.
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Finally, and most important, the reporting accountant is required to 
consult with the entity's continuing auditor or accountant to ascertain all 
the relevant facts. The continuing auditor or accountant can often pro­
vide information not otherwise available to the reporting accountant, 
such as the form and substance of the transaction, how management 
has applied accounting principles to similar transactions, and whether 
the method of accounting recommended by the continuing auditor is 
disputed by management.
Reporting on Financial Statements for Use in Other Countries
United States auditors may be engaged to report on the financial 
statements of a United States entity that have been prepared in confor­
mity with accounting principles generally accepted in another country 
for use outside the United States (or for lim ited  distribution in the 
United States). SAS No. 51, R ep o r tin g  on  F in an c ia l S ta tem en ts  P rep a red  fo r  
U se in  O th e r  C ou n tr ies  (AICPA, P ro fess io n a l S tan d ard s , vol. 1, AU sec. 
534), provides auditors guidance for such engagements. Auditors 
should comply with United States GAAS in all cases; however, modifi­
cation of certain procedures for assertions embodied in the non-United 
States GAAP financial statements may be necessary.
Reporting on Uncertainties
Situations are continually noted in which explanatory paragraphs 
describing uncertainties are inappropriately used in the auditor's 
report. In fact, the SEC staff has indicated that this reporting continues 
to be a problem that they are monitoring closely.
FASB Statement No. 5 requires an estimated loss from a loss contin­
gency be charged to income (1) if it is probable that an asset has been 
impaired or a liability has been incurred at the date of the financial 
statements, and (2) the amount of the loss can reasonably be determined.
SAS No. 58, R ep orts  on  A u d ited  F in a n c ia l S ta tem en ts  (AICPA, P ro fes­
s io n a l S tan d ard s , vol. 1, AU sec. 508), requires auditors to consider 
adding an explanatory paragraph (after the opinion paragraph) to the 
standard report when a material uncertainty is n ot su sc ep tib le  to r ea so n ­
a b le  e s t im a tio n  by  m an ag em en t. (Examples of uncertainties include 
lawsuits against the entity and tax claims by tax authorities when 
precedents are not clear.)
Auditors should carefully evaluate situations in which management 
asserts that it is unable to estimate certain financial statement elements, 
accounts, or items to determine whether these situations are not 
inappropriately treated as uncertainties. Management's assertion that 
it is not able to estimate should raise concerns about the possibility of 
financial statement misstatement or a scope limitation. If the auditor
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believes that the financial statements are materially misstated, a 
qualified or adverse opinion is required because of the GAAP 
departure. A scope limitation should result in a qualified opinion or 
a disclaimer of opinion. An explanatory paragraph describing an 
uncertainty may be included in the auditor's report o n ly  a ft e r  the 
auditor has determined that the financial statements are prepared in 
accordance with GAAP.
Reissuance of A uditor's Reports
Questions have been raised recently concerning reissuing auditor's 
reports (by means of providing a written consent or otherwise) when 
a new uncertainty (for example, going concern or litigation) has arisen 
subsequent to the date of the original report. SAS No. 58 and SAS 
No. 1, C o d ifica t io n  o f  A u d itin g  S tan d ard s  an d  P ro ced u res ; "Dating of the 
Independent Auditor's Report" (AICPA, P ro fess ion a l S tan d ard s , vol. 1, 
AU sec. 530), provide guidance for such situations.
In general, a new uncertainty arising subsequent to original issu­
ance, but before the reissuance of the report, should be evaluated in the 
same manner as an uncertainty arising prior to the original issuance. 
The evaluation of the new uncertainty should be essentially the same 
for both materiality and the need to modify the report.
If, in connection with the reissuance of the auditor's report on the 
latest annual financial statements, the auditor encounters conditions 
that create substantial doubt about the entity's ability to continue as 
a going concern within twelve months from the date of the audited 
balance sheet, the reissued report should contain an explanatory para­
graph following the opinion paragraph calling attention to the new 
uncertainty. On the other hand, if an event is anticipated to occur a fte r  
twelve months from the date of the audited balance sheet and is likely 
to raise a going-concern question, the reissued auditor's report may 
include an emphasis-of-a-matter paragraph calling attention to 
the event.
When the subsequent event is the type that requires disclosure 
only—without restatement of amounts and without need for a report 
modification—(for example, acquisition, issuance of securities, settle­
ment of litigation, or loss arising from fire or flood), the subsequent 
event disclosure may be marked u n au d ited . In these situations, the 
reissued auditor's report, including the date, should not be modified.
When a report modification is added, necessitating that the added 
disclosures be audited, the report should be dual-dated for the subse­
quent event note disclosure. In most cases, dual-dating (rather than 
updating) is sufficient and highlights the fact that the new uncertainty 
arose subsequent to the date of the original report.
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Current-Value (Fair-Value) Reporting
Current-value (fair-value) accounting is not considered to be an 
other comprehensive basis of accounting, therefore, the auditor 
should not report on such information in a stand-alone presentation. 
However, if there is a written agreement between the client and 
another party which specifies a stand-alone financial presentation of 
current-value (fair-value) information, an auditor may report on such 
information in accordance with SAS No. 62, S p ec ia l R ep orts  (AICPA, 
P ro fess ion a l S tan d ard s , vol. 1, AU sec. 623), as a special-purpose presen­
tation in conformity with a contractual agreement. However, the report 
would include a restriction to limit distribution to the parties in 
the agreement.
Agreed-Upon Procedures Engagements
Accountants are increasingly being engaged to perform agreed-upon 
procedures and should be aware that performance and reporting 
standards for agreed-upon procedures engagements are located at 
various places in the authoritative literature. Accountants are 
cautioned to avoid agreeing to perform procedures that are subjective 
and may be open to varying interpretations. Examples of procedures 
that may be performed in an agreed-upon procedures engage­
ment include—
• Execution of a statistical sampling application (to arrive at a statis­
tical conclusion), after agreeing on relevant parameters.
• Inspection of specified documents evidencing certain types of 
transactions or detailed attributes thereof.
• Reading of documents, schedules, or analyses for comparison 
with certain specified attributes.
• Performance of specific procedures on work performed by others.
• Performance of mathematical computations (for comparison with 
a predetermined amount).
Examples of inappropriate procedures include—
• Mere reading of specified subject matter (this does not constitute 
a procedure sufficient to permit an accountant to report a finding 
on the results of applying agreed-upon procedures).
• Mere reading of the work performed by others solely to describe 
their findings.
• Evaluating the competency or objectivity of another party, and 
similar subjective procedures.
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• Obtaining an understanding about a particular subject matter 
when no objective finding is possible.
Accountants are reminded that the following standards provide 
guidance for agreed-upon procedures engagements:
• S A S  N o. 35, S p ec ia l R ep o rts—A p p ly in g  A g reed -U p o n  P roced u res  to  
S p ec ified  E lem en ts , A ccou n ts, o r  Item s  o f  a  F in a n c ia l S ta tem en t  (A IC P A , 
P ro fess ion a l S tan d ard s , v o l. 1 , A U  s e c . 6 2 2 )
• S O P  9 0 -6 , D irectors' E x a m in a tio n s  o f  B an ks
• S S A E  N o. 1 , A ttes ta t io n  S tan d ard s  (A IC P A , P ro fess io n a l S tan d ard s , 
v o l. 1 , A T  s e c . 100)
• S S A E  N o. 1 , F in a n c ia l F orecasts a n d  P ro jec tion s  (A IC P A , P ro fess ion a l  
S tan d ard s , v o l. 1 , A T  s e c . 2 0 0 )
Following is a brief overview of the standards that provide guidance 
for agreed-upon procedures engagements.
SA S N o. 35. Accountants may accept an agreed-upon procedures 
engagement and should follow the guidance in SAS No. 35 when 
engaged to apply procedures to one or more specified elements, 
accounts, or items of a financial statement. According to SAS No. 35, 
distribution of the report is to be restricted to the named parties 
involved in the engagement. The report should (1) include the speci­
fied elements, accounts, or items to which the agreed-upon procedures 
were applied, (2) enumerate the procedures that were performed, 
(3) state the accountant's findings, and (4) disclaim an opinion on the 
specified elements, accounts or items. In addition, the report should 
include a statement that the report relates o n ly  to the specified 
elements, accounts, or items.
S O P  90-6 . This Statement was issued to emphasize the limitations on 
the scope of an accountant's work when he or she is engaged to per­
form bank directors' examinations. The major reporting difference 
compared to the requirements in SAS No. 35 is inclusion of a sentence 
that highlights the omission of procedures in high-risk areas.
S S A E  N o. 1, Attestation Standards. The performance and reporting 
standards for an agreed-upon procedures engagement under SSAE 
No. 1 (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AT sec. 100) are basically 
the same as those enumerated above for SAS No. 35. Accountants 
should note that the following exceptions exist:
• The report requires reference to and presentation of an assertion.
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• Conclusions on the results of applying the agreed-upon procedures 
may be in the form of a summary of findings, negative assurance, 
or both.
• An assertion(s) may be prepared in conformity with specified 
criteria that have been agreed upon by the asserter and the user(s) 
of the report.
SSA E  N o. 1, Financial Forecasts and Projections. The performance and 
reporting standards for agreed-upon procedures under SSAE No. 1 
(AICPA, P ro fess io n a l S ta n d a rd s , vol. 1, AT sec. 200) parallel SAS No. 35 
and SSAE No. 1 (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AT sec. 100) with 
the following exceptions:
• The prospective financial statements must include a summary of 
significant assumptions.
• Prospective agreed-upon procedures engagements have explicit 
working paper requirements.
• In addition to the reporting requirements in SAS No. 35, the 
accountant's report should include (1) a caveat that the prospective 
results may not be achieved, and (2) a statement indicating that the 
accountant assumes no responsibility to update the report for 
events and circumstances occurring after the date of the report.
A Reminder—SECPS Communication Requirements
Member firms of the SEC Practice Section (SECPS) of the AICPA are 
reminded of the following communication requirements:
• Litigation should be reported to the Quality Control Inquiry 
Committee (QCIC) within thirty days of service of the lawsuit. The 
reporting requirement covers any litigation against the firm or its 
personnel or any proceeding or investigation publicly announced 
by a regulatory agency that alleges deficiencies in the conduct of an 
audit of the financial statements or reporting thereon of a present 
or former SEC client. Such reports should also include certain 
allegations resulting from nonaudit services.
• Within five days of becoming aware of the cessation of a client- 
auditor relationship (either by resignation, termination, or 
replacement by another auditor), the firm is required to formally 
notify the client in writing that the relationship has ended. The 
auditor should transmit simultaneously a copy of this SECPS 
client notification letter to the Chief Accountant of the SEC. The 
letter may be sent to the Office of the Chief Accountant by either
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mail (return receipt suggested) or FAX (202) 504-2724. Mailed 
letters (including originals confirming an earlier fax) should be 
addressed to: Office of the Chief Accountant, Attn: SECPS Letter 
File, Securities and Exchange Commission, 450 Fifth Street, NW, 
Mail Stop 9-5, Washington, DC 20549.
A udit Problem s to W atch for
Auditor Skepticism
Auditors should be skeptical about the answers they receive from 
management. Explanations received from an entity's management are 
merely the first step in an audit process, not the last. Listen to the expla­
nation, then examine or test it by looking at sufficient competent 
evidential matter. The familiar phrase h e a lth y  skep tic ism  should be 
viewed as a sh o w -m e  attitude and not a predisposition to accepting 
unsubstantiated explanations. Auditors should document working 
paper notes and conclusions as if they will be challenged on them 
because a likelihood exists that this will occur.
M anagement Fraud
This past year has seen a significant number of highly publicized 
cases of alleged or actual management fraud, many of which involved 
a misstatement of inventory amounts. These frauds have concealed 
financial distress or irregularities and have contributed to substantial 
economic losses by investors and creditors.
Auditors should determine whether the audit plan is properly 
designed to provide reasonable assurance of detecting errors and 
irregularities that are material to the financial statements. An evalua­
tion of whether management may be inclined to misstate financial 
condition and operating results should carefully be made. In addition, 
it is essential that auditors are sensitive to the requirement to use a 
proper degree of professional skepticism and approach the audit in 
that manner.
The following three sections are designed to provide auditors with—
1. An overview of their responsibility to detect fraud in accordance 
with GAAS.
2. Guidance on evaluating whether management may be inclined 
to intentionally misstate reported financial condition and oper­
ating results.
3. Examples of fraudulent misstatements related to inventory.
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R esp o n s ib ility  to D etect F rau d . Auditors should be fully aware of their 
responsibilities under SAS No. 53, T h e  A u d ito r's  R esp o n s ib ility  to D etect  
a n d  R ep o rt E rrors  a n d  Irreg u la r it ie s  (AICPA, P ro fess ion a l S tan d ard s , vol. 1, 
AU sec. 316). SAS No. 53 requires the auditor to assess the risk that 
errors or irregularities may cause the financial statements to contain a 
material misstatement. Based on that assessment, the auditor should 
design the audit to provide reasonable assurance of detecting errors 
and irregularities that are material to the financial statements. The 
Statement recognizes that "since the auditor's opinion on the financial 
statements is based on the concept of reasonable assurance, the auditor 
is not an insurer and his report does not constitute a guarantee."
An auditor's responsibility to detect fraud should be set out in the 
engagement letter. The engagement letter should indicate, among 
other things, that an audit in conformity with GAAS ".. .require(s) 
that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material misstate­
ment." The engagement letter should also indicate that "an audit is 
subject to the risk that material errors and irregularities, including 
fraud and defalcations, if they exist, will not be detected." These two 
statements convey the concept that, while the auditor must consider 
the risk that material instances of fraud could occur and design appro­
priate auditing procedures to mitigate that risk, the characteristics of 
fraud preclude the auditor from providing absolute assurance that all 
instances of material fraud will be detected, particularly if forgery or 
collusion is involved.
If the risk that material errors and irregularities may exist is deter­
mined to be high, the auditor should revise the audit plan accordingly. 
Ordinarily, higher risk suggests a need to assign more experienced 
personnel to the engagement and to provide more supervision. Higher 
risk also suggests the need to expand the extent of audit procedures 
applied, to perform them closer to the balance sheet date, or to modify 
the nature of the procedures to obtain more persuasive evidence. 
Most important, higher risk should cause the auditor to exercise 
a heightened degree of professional skepticism when conducting 
the audit.
M a n a g em en t P red isp o s it io n  to F rau d . Most client managements are of 
unquestioned integrity and are forthright in responding to auditor 
inquiries and requests for information. However, as has been observed 
in the past, given sufficient in cen tiv es  and op p ortu n ity , a very small 
number of entities may be inclined to intentionally misstate reported 
financial condition and operating results. Such incentives may include—
• A public or private placement of securities in process or contem­
plated in the near future.
31
• A substantial portion of executives' remuneration dependent on 
operating results.
• The entity being put up for sale.
• Management undertaking an aggressive program using the 
entity's stock as consideration.
• Indications that the entity will fall short of meeting its own and 
securities analysts' forecasts of earnings.
Examples of conditions that provide the opportunity include—
• A chief executive officer who dominates the entity's Board of 
Directors and others on his or her management team, seeks and 
receives a great deal of press, and is preoccupied with meeting 
and exceeding revenue and profit forecasts at all costs.
• A weak control environment as evidenced by a lack of concern for 
basic controls, a blatant disregard of auditor recommendations to 
improve controls, and weak accounting and financial personnel 
relative to the size and complexity of the entity. (Apart from any 
other considerations, this condition, particularly when 
prolonged, may warrant careful evaluation of whether to continue 
the client relationship.)
Auditors should recognize that the presence of one or more of the 
above incentives and opportunities a lo n e  may not necessarily be cause 
for alarm. However, their presence along with the existence of certain 
other factors should raise concern. (Auditors may consider referring to 
Appendix F of the October 1987 R ep o r t  o f  th e  N a tio n a l C o m m iss io n  on  
F rau d u len t F in a n c ia l R ep o r tin g  [the Treadway Commission Report] for a 
discussion of "Good Practice Guidelines for Assessing the Risk of 
Fraudulent Financial Reporting.")
Examples of such factors include—
• Recent significant sales of the entity's stock by insiders.
• Reported allegations of management impropriety by employees.
• Recent changes in accounting principles that favorably impact 
reported earnings.
• Sale of real estate with complex or unusual terms.
• Unusually large increases in year-end sales to a single or a few 
customers.
• Dramatic increases in sales and receivables along with increases in 
gross profit margins totally inconsistent with past experience or 
industry averages.
• Certain sales of merchandise that are billed to customers prior 
to delivery and held by the seller (bill-and-hold transactions).
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The SEC's views on revenue recognition for bill-and-hold trans­
actions are set forth in Accounting and Auditing Enforcement 
Release No. 108.
• Significant and unexpected increases in inventories (particularly 
in -tra n s it  inventories).
• Judgmental allowances (for example, bad debts, inventory obso­
lescence, or product warranty) consistently estimated at or near 
the low end of reasonableness.
• Delays in producing requested documents.
• Unusual and material related party transactions.
• A significant number of postclosing adjustments that increase 
reported income.
When incentives, opportunities, and certain other factors are 
present, a heightened degree of skepticism should be brought to bear 
during the audit. Auditors must fully understand the substance of the 
transaction or event at issue, seek thorough explanations from 
management, and obtain appropriate evidence to corroborate manage­
ment's explanations. In addition, consultation with others should 
occur whenever the audit team is unsure or does not fully understand 
the complexity of a particular transaction or event a n d  w h en e v e r  a  
q u es tion  a r is e s  a b o u t m an ag em en t's  in tegrity . Finally, for the high-risk 
areas of the audit, the audit scope should be expanded to reflect the 
audit team's skepticism, and the working papers should document 
the accounting and reporting issues in question, the procedures 
performed, and audit evidence obtained to support the conclusions.
M a n a g em en t F rau d  R e la ted  to In ven tory . Recent media reports highlight 
inventory frauds that have resulted in material misstatements in finan­
cial statements. In planning and performing inventory procedures, 
auditors should be aware that reported methods of fraudulently 
misstating inventory have involved—
• Nonexistent items recorded as inventory.
• Goods that have been sold (and recorded as sales) included 
in inventory.
• Goods shipped between two sites and recorded as inventory at 
both locations.
• Scrap materials substituted for genuine inventory for the physical 
inventory observation.
• False invoices or entries.
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• Inflated inventory costs.
• Inventory which has been excluded from the physical count 
because management states it has been sold when, under the 
terms of the bill-and-hold arrangement, title has not yet passed to 
the customer.
• Inadequate reserves for slow-moving and obsolete inventory.
The manner in which an entity's personnel have allegedly circum­
vented auditors with these frauds varies. In one instance, fictitious 
inventory count sheets are said to have been used to overstate inven­
tory. In another case, client personnel were able to obtain knowledge of 
inventory test counts and inflate inventory quantities for items not 
tested. There have also been cases in which client personnel gained 
access to and altered auditor working papers documenting inventory 
test counts.
Auditors should consider the guidance in SAS No. 1, C o d ifica tio n  o f  
A u d itin g  S tan d ard s  a n d  P roced u res , "Inventories" (AICPA, P ro fess ion a l  
S tan d ard s , vol. 1, AU sec. 331), and SAS No. 45, O m n ibu s S ta tem en t on  
A u d itin g  S tan d ard s— 1983, " Substantive Tests Prior to the Balance-Sheet 
Date" (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AU sec. 313). Detailed 
guidance on planning, including assessing audit risk, and performing 
audit procedures related to inventories is included in the AICPA's APS, 
A u d it o f  In v en to r ies  (Product No. 021045, $25). This APS includes chap­
ters on such areas as planning inventory procedures, observation of 
an inventory count, valuation, and financial statement presentation 
and disclosure.
Significant Transactions or Events
One of the most frequently cited sources of financial statement 
misstatement is the improper accounting for significant and unusual 
transactions or events, particularly those occurring at or near year-end. 
Auditors should carefully review all significant and unusual trans­
actions or events to determine the appropriateness of any gain or loss 
recognized, any potential involvement with related parties and the 
collectibility or realization of receivables or other assets received as 
consideration. Examples of such transactions include—
• S a le  o f  rea l estate. Real estate transactions have been the subject of 
numerous cases of fraudulent financial reporting. FASB Statement 
No. 66, A ccou n tin g  f o r  S a les  o f  R ea l E sta te  (FASB, C u rren t Text, vol. 1, 
sec. R10), establishes standards for recognition of profit on a ll  rea l 
es ta te  tran saction s  regardless of the nature of the seller's business.
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• S ig n ifican t sa le  o f  assets . Assets sold outside the ordinary course of 
business may involve a related party, a buyer without substance, 
or collection of a receivable contingent upon the success of the 
buyer's future operations.
• U n u su a l y ea r -en d  sa les  to n ew  cu stom ers . Year-end sales (especially 
those to new customers) of merchandise that was previously con­
sidered obsolete or slow-moving could indicate the existence of 
possible side agreements offering the right of return, consignment 
of shipments, shipments recorded as sales prior to transfer of title, 
or outright fictitious sales.
Dispute Resolution With A udit Staff
The first standard of fieldwork requires that audit fieldwork be 
properly planned and supervised. As discussed in SAS No. 22, P la n ­
n in g  a n d  S u p erv is io n  (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AU sec. 311), 
the auditor with final responsibility for the audit should direct assistants 
to bring to his or her attention significant accounting and auditing 
questions raised during the audit so that he or she may assess their 
significance. The auditor with final responsibility for the audit should 
be aware of the procedures to be followed when differences of opinion 
concerning accounting and auditing issues exist among firm personnel 
involved in the audit. Such procedures should enable an assistant to 
document his or her disagreement with the conclusions reached if, 
after appropriate consultation, he or she believes it is necessary to 
disassociate himself from the resolution of the matter. The basis for the 
final resolution should also be documented.
Failure of an auditor to disassociate from an audit when, in his or her 
opinion, the financial statements are not in accordance with GAAP 
or the audit evidence is insufficient, and these facts have not been 
communicated in the auditor's report, constitutes improper profes­
sional conduct and may lead to legal actions. As indicated by the SEC 
in Accounting and Auditing Enforcement Release No. 455:
An independent accountant, including an audit manager, cannot 
excuse his failure to comply with GAAS because of a sense of 
futility after his proposed approaches to certain accounting issues 
are repeatedly rejected. Similarly, such failure cannot be excused 
by pointing to pressure, whether from clients or partners. An 
audit manager has a crucial role in the day to day conduct of 
the audit which includes supervision and review of the work of 
the audit staff and advising and consulting with the audit firm's 
partners and client's management. In performing those roles, the 
audit manager may encounter pressure to compromise audit 
standards and may encounter frustration in dealing with partners
35
and clients. The audit manager may also sense that his response to 
those pressures may adversely affect his opportunity for advance­
ment. However, in fulfilling his responsibilities, the audit manager 
plays a crucial role in ensuring that an audit report is issued only 
when the audit was in fact conducted in accordance with GAAS.
Legal Letters
SAS No. 12 requires that a written inquiry be made of a client's lawyer 
concerning litigation, claims, and assessments. The lawyer's response 
to that inquiry serves as the principal support for management's 
representations concerning these matters.
Auditors should keep the following in mind when performing proce­
dures related to litigation, claims, and assessments:
• Legal responses should be dated as close as possible to the date of 
the auditor's report. In situations in which attorneys' letters are 
dated substantially in advance of the date of the auditor's report, an 
updated response should be obtained, as required by SAS No. 12.
• When evaluating lawyers' responses, auditors should be satisfied 
that the requirements of FASB Statement No. 5 have been appro­
priately applied and all necessary related disclosures have been 
made. Auditors should refer to Interpretation No. 7 of SAS No. 12, 
A ssessm en t  o f  a  L a w y e r ’s E v a lu a tio n  o f  th e  O u tcom e o f  L itig a tion  
(AICPA, P ro fess io n a l S tan d ard s , vol. 1, AU sec. 9337.18-.23), for an 
understanding of how to relate lawyers' responses to the three 
probability classifications established for loss contingencies in 
FASB Statement No. 5. The auditor should also evaluate whether, 
because of an uncertainty related to pending litigation or other 
legal contingency, an uncertainty paragraph should be added to 
the auditor's report.
• If the client has n ot consulted a lawyer during the audit period, the 
auditor should reflect that by appropriately modifying the client 
representation letter.
Confirmation From Third Parties
In the course of performing an audit, auditors may use confirmations 
to obtain evidence from third parties about financial assertions made 
by management. As discussed in SAS No. 67, T h e  C o n firm a tio n  P rocess  
(AICPA, P ro fess ion a l S tan d ard s , vol. 1, AU sec. 330), in determining the 
degree of reliance to place on the evidence provided by confirmations, 
the auditor should assess whether the confirmations reduce the audit 
risk of the assertion to an acceptably low level. In making that assess­
ment, the auditor should consider the materiality of the balance and
36
the inherent and control risks associated with assertions. If the balances 
are material and the transactions from which they arose are unusual, 
complex, or outside the normal course of business, the auditor should 
evaluate carefully the degree of reliance placed on third party con­
firmations and consider the possibility of collusion or negligence 
by the third party. The auditor should exercise the appropriate level 
of professional skepticism in designing, performing, and evaluating 
the results of confirmation procedures and should not place undue 
reliance on confirmation evidence in circumstances of high risk. When 
the auditor concludes that evidence produced by the confirmation is 
not sufficient, additional procedures should be performed.
Compliance With Loan Covenants
Lenders are closely monitoring the quality of their loan portfolios, 
particularly loans to highly leveraged borrowers. These lenders may be 
reluctant to grant waivers for loan covenant violations that cannot be 
quickly cured. When it is likely that an entity (borrower) will not meet 
projected goals, auditors should perform the debt-compliance review 
early so if instances of noncompliance are noted, the entity's manage­
ment has sufficient time to seek waivers from lenders. Because of the 
attention to debt compliance by lenders and other users of financial 
statements, auditors should carefully review the adequacy of the 
disclosures in the notes to the financial statements related to loan 
covenants, which if violated could allow a lender to call the loan.
If an entity is in violation of a debt covenant at year-end, the related 
debt should be classified as a current liability. FASB Statement No. 78, 
C la ss ifica t io n  o f  O b lig a tion s  T h a t  A re  C a lla b le  by th e  C red ito r  (FASB, C u rren t  
Text, vol. 1, sec. B05), specifies the balance-sheet classification of long­
term obligations that are callable by the creditor. In accordance with the 
Statement, when a debtor's violation of a provision of a debt agreement 
at the balance-sheet date makes the obligation callable, the debt may 
only continue to be classified as a long-term liability if (1) the creditor 
waives or subsequently loses the right to demand repayment for more 
than one year from the balance-sheet date or (2) the obligation contains 
a grace period within which the debtor may cure the violation and it is 
probable the violation will be cured.
Auditors should obtain sufficient competent evidence to support long­
term classifications in these situations. An oral agreement by a bank, in 
terms of a waiver of a covenant violation, is not considered sufficient 
competent audit evidence to classify the debt as noncurrent. If a 
written waiver is obtained subsequent to completion of the auditor's 
fieldwork but prior to issuance of the auditor's report and it is 
considered sufficient audit evidence to classify the debt as noncurrent, 
the auditor's report should be dated in accordance with SAS No. 1,
37
C o d ific a t io n  o f  A u d it in g  S ta n d a rd s  a n d  P ro ced u res , "Dating of the 
Independent Auditor's Report" (A IC P A , P ro fess io n a l S tan d ard s , vol. 1, 
AU sec. 530). The auditor has two methods available for dating the 
report: (1) dual-dating or (2) dating the report as of the later date with 
an extension of the auditor's subsequent events procedures.
Refinanced debt classified as noncurrent in the current year, which 
was classified as current debt in the previously issued prior year finan­
cial statements should not be reclassified as noncurrent in a comparative 
financial statement presentation. It is not appropriate to reclassify 
debt for events occurring subsequent to the initial issuance of an audi­
tor's report.
Considering or Accepting Employment With a Client
The AICPA Code of Professional Conduct (AICPA, P ro fess ion a l  
S tan d ard s , vol. 2, ET sec. 191.154) requires that an individual who is 
offered employment by, or seeks employment with, a client during the 
conduct of an engagement must consider whether or not his or her 
ability to act with integrity and objectivity has been impaired. If the 
engagement requires independence, the individual must remove him­
self or herself from the engagement until the employment offer is 
rejected or employment is no longer being sought, in order to prevent 
any appearance that integrity or objectivity has been impaired.
An auditor may become aware that an individual participated in an 
engagement while employment with the client was being considered 
or after it had been accepted. The auditor should consider what, if any, 
additional procedures may be necessary to ensure that all work 
had been performed with integrity and objectivity, as required under 
Rule 102 of the AICPA Code of Professional Conduct. Any additional 
procedures will depend on the nature of the engagement and may 
require reperformance of the work or other appropriate procedures.
Recurring Peer and Q uality Review Com m ents
This section sets forth certain reminders to auditors based on 
frequently recurring comments noted in peer and quality review letters 
of comment. Many of the items discussed below were discussed in last 
year's alert; however, the problems continue to occur.
Audit Risk and M ateriality
SAS No. 47, A u d it R is k  a n d  M a ter ia lity  in  C on d u ctin g  a n  A u d it  (AICPA, 
P ro fess ion a l S tan d ard s , vol. 1, AU sec. 312), requires the auditor to con­
sider audit risk and materiality both in (1) planning the audit and
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designing auditing procedures and (2) evaluating whether the finan­
cial statements taken as a whole are presented fairly in all material 
respects in conformity with GAAP. Consideration of audit risk includes 
assessing inherent risk and control risk, as defined in SAS No. 47.
Written A udit Programs
SAS No. 22 requires the auditor, in planning all audits, to consider 
the nature, timing, and extent of work to be performed and to prepare 
a written audit program. An audit program is required in every 
auditing engagement. The audit program should set forth in 
reasonable detail the audit procedures that the auditor believes are 
necessary to accomplish the objectives of the audit. The audit program 
should also be tailored to include audit considerations particular to 
the entity.
Consideration of the Internal Control Structure
SAS No. 55 requires the auditor to ob ta in  a n d  d o cu m en t  a sufficient 
understanding of the three elements of an internal control structure—the 
control environment, the accounting system, and control procedures. 
After obtaining this understanding, the auditor should assess control 
risk for the assertions embodied in the financial statements. These 
requirements apply even if the auditor does not intend to rely on the 
internal control structure to reduce substantive tests. If the auditor 
seeks to reduce control risk to a level at which substantive tests may 
be reduced, he or she should perform tests of control as discussed in 
SAS No. 55.
Analytical Procedures
SAS No. 56, A n a ly tica l P rocedu res  (AICPA, P rofession a l S tan d ard s, vol. 1, 
AU sec. 329), requires auditors to apply analytical procedures during 
the planning and review stages of all audits. In addition, the auditor 
may use analytical procedures as substantive tests to obtain evidential 
matter about particular assertions related to account balances or classes 
of transactions. When analytical procedures are used as substantive 
tests, SAS No. 56 requires the a u d ito r  to d ev e lo p  ex p ecta tion s  for those 
assertions being tested.
Representation Letters
SAS No. 19, C lien t R epresen ta tion s  (AICPA, P ro fession a l S tan dards, vol. 1, 
AU sec. 333), establishes a requirement that the independent auditor 
obtain written representations from management as part of an audit
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performed in accordance with GAAS. Auditors should obtain a client 
representation letter in every audit.
Communication of Internal Control Structure Related M atters
SAS No. 60, C o m m u n ica tio n  o f  In tern a l C on tro l S tru c tu re  R e la ted  M atters  
N oted  in  an  A u d it  (AICPA, P ro fess ion a l S tan d ard s , vol. 1, AU sec. 325), 
requires auditors to report, preferably in writing, matters considered 
to be reportable conditions. If the information is communicated 
orally, auditors a re  requ ired  to document the communication in the 
working papers.
Communication With A udit Committees
SAS No. 61, C o m m u n ica tio n  W ith  A u d it C om m ittees  (AICPA, P ro fes ­
s io n a l S tan d ard s , vol. 1, AU sec. 380), requires auditors to communicate 
certain matters to those who have responsibility for oversight of the 
financial reporting process (for example, an audit committee). The 
auditor is only required to make these communications in audits of 
(1) entities that either have an audit committee or have otherwise 
formally designated oversight of the financial reporting process to a 
group equivalent to an audit committee and (2) all SEC engagements 
(as defined). Therefore, in audits of most nonpublic smaller companies 
that have a Board of Directors only, the auditor may, but is not required 
to, make these communications. This communication may be oral or 
written. If information is communicated orally, the auditor should 
document the communication by appropriate memoranda or nota­
tions in the working papers. When those matters that are required to be 
communicated do not apply to a particular engagement (for example, 
there were no disagreements with management), documentation is 
not necessary because there was no communication required.
Working Paper Requirements
Peer and quality reviews continue to identify deficiencies in working 
papers. In some circumstances, reviews have noted an absence of 
working papers or inappropriate or incomplete working paper con­
tent. SAS No. 41 provides auditors with guidance on the functions, 
nature, content, ownership, and custody of working papers.
Auditors should ensure that the working papers are sufficient to 
show that the accounting records agree or reconcile with the financial 
statements or other information being reported on a n d  that the stand­
ards of fieldwork have been observed.
SAS No. 41 states that working papers should ordinarily include 
documentation showing that—
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• The work has been adequately planned and supervised.
• A sufficient understanding of the internal control structure has 
been obtained to plan the audit and to determine the nature, tim­
ing, and extent of tests to be performed.
• The audit evidence obtained, the auditing procedures applied, 
and the testing performed have provided sufficient competent 
evidential matter to afford a reasonable basis for an opinion.
Auditors should recognize that certain SASs contain sp ec ific  documen­
tation requirements that are summarized in footnote 2 of SAS No. 41. 
In addition, auditors performing engagements under G o v ern m en t  
A u d itin g  S ta n d a rd s  are reminded to refer to those standards for certain 
additional requirements for working papers.
Review of Working Papers
Auditors are required to exercise due professional care in their audit 
engagements. Due professional care entails a thorough and complete 
review of the audit working papers and appropriate documentation of 
that review. SAS No. 22 establishes a requirement that work performed 
by each assistant be reviewed.
For many audits, this review includes both a detailed review of the 
work performed by staff an d  a higher level supervisory review of 
the working papers taken as a whole. Use of a "reviewer's checklist" 
can assist in ensuring that the reviewer followed firm policy during 
his or her performance of the review. However, review notes or "to do" 
points should be ordinarily discarded after they have been resolved 
or "cleared."
Incomplete Financial Statement Disclosures
SAS No. 32, A d equ acy  o f  D isc lo su re  in  F in an c ia l S ta tem en ts  (AICPA, 
P ro fess ion a l S tan d ard s , vol. 1, AU sec. 431), sets forth the auditor's 
responsibility to ensure that audited financial statements include dis­
closures required by GAAP. This is most effectively accomplished 
through use of disclosure checklists and review of the financial state­
ments by someone not otherwise associated with the engagement. 
Some of the more common disclosure deficiencies noted in peer 
reviews relate to disclosure requirements set forth in—
• FASB Statement No. 47, D isc lo su re  o f  L on g-T erm  O b lig a tion s  (FASB, 
C u rren t Text, vol. 1, sec. C32). For example, the Statement requires 
disclosure of the combined aggregate amount of maturities for 
each of the five years following the date of the latest balance 
sheet presented.
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• FASB Statement No. 95, S ta tem en t o f  C ash  F low s  (FASB, C u rren t Text, 
vol. 1, sec. C25). For example, the Statement requires disclosure of 
the accounting policy for determining what items are treated as 
cash equivalents and when the indirect method is used, amounts 
of interest paid and income taxes paid during the period.
• FASB Statement No. 105, D isc lo su re  o f  In fo rm a tio n  a b o u t F in an c ia l  
In stru m en ts w ith  O ff-B a lan ce-S h eet R isk  a n d  F in an cial In stru m en ts w ith  
C on cen tra tion s  o f  C red it  R isk  (FASB, C u rren t Text, vol. 1, sec. F25). 
Auditors should be aware that many entities other than financial 
institutions have concentrations of credit risk. For example, an 
entity that has material bank accounts above the insured limit at 
one bank should disclose a concentration of credit risk at that bank.
Other common disclosure deficiencies relate to leases, income 
taxes, capital stock, related-party transactions, and pension or profit- 
sharing plans.
Lessons From  Litigation
Working Paper Retention Policies
Auditors are required to maintain their audit working papers to 
document that the audit evidence obtained, the auditing procedures 
applied, and the testing performed have provided sufficient compe­
tent evidential matter to support the audit opinion (AU sec. 339). It has 
become apparent, as a result of the litigation explosion, that audit 
working papers have another function: to assist would-be claimants to 
prove that auditors acted in an inappropriate manner.
Auditors should carefully consider this second function of their 
working papers when formulating (or revising) firm working paper 
retention policies. In establishing a working paper retention policy, 
there are certain basic rules that firms should follow:2
• The document retention period should be sufficiently long to 
(1) negate an inference that it was designed to destroy information 
that could subsequently injure the firm, and (2) satisfy the audi­
tor's reasonable needs to obtain information regarding the entity's 
prior financial activities.
2For fu rth er in form ation  on  this topic, co n tact th e A m erican  S ociety  of A ccou n tan ts  
(A S A ), a m alp ractice  in su ra n ce  com p an y, at (80 0 ) 3 4 3 -5 0 7 9 , to  ob tain  a co p y  of 
"D o cu m e n t R eten tion  Policies," p u b lish ed  in th e  W in ter 199 3  issu e  of th e  ASA's Risk 
M anagem ent Newsletter. In  ad d itio n , th e  AICPA's M anagem ent of an A ccounting  
Practice Handbook p rov id es g u id a n ce  o n  w ork in g p a p e r re ten tio n . C o p ies  m ay  be  
o b tain ed  by co n tactin g  P ractitio n ers  P ub lish in g C o m p a n y  at (80 0 ) 3 2 3 -8 7 2 4 .
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• The document retention period should be rational in the sense 
that a longer retention period should be maintained for documents 
which are likely to be called upon at a later date.
• The document retention policy should be scrupulously adhered to 
so as to avoid an inference that documents were destroyed because 
they were the subject of litigation.
Client Acceptance and Retention Policies
Past experience in auditor litigation has proven that one of the 
principal factors giving rise to liability claims against auditors is p rob lem  
clien ts . Firms should devise a formal client acceptance/retention 
policy to assist them in evaluating whether to accept, reject, or retain 
a client. Auditors must carefully distinguish between those clients 
that possess certain undesirable qualities from those that possess a 
s ig n ifica n t  number of undesirable qualities making client representa­
tions inherently unreliable.
Acceptance or retention of a client engagement may be potentially 
dangerous when the auditor identifies client characteristics including—
• Management that lacks integrity.
• Weak financial condition.
• Unwillingness to pay professional service fees.
• Management that jeopardizes the entity's continued existence by 
entering into material high-risk transactions.
• Disregard for internal controls and recordkeeping.
• Management that refuses to sign engagement and representa­
tion letters.
As part of this evaluation, auditors must carefully evaluate a client's 
characteristics and, in some instances, may need to conclude that 
servicing a client may be too risky a venture.3
3For fu rth e r in form ation  o n  th is top ic, co n ta ct th e  A m e rica n  S o cie ty  of A cco u n t­
ants (A SA ) at (800) 3 4 3 -5 0 7 9  to  obtain a  co p y  of "C lient R etention  Policies," published  
in th e  W in ter 1993  issu e  of th e  ASA's Risk M anagem ent Newsletter. In a d d itio n , th e  
AICPA's M anagem ent of an A ccounting Practice Handbook p ro v id es g u id a n ce  o n  clien t 
a cce p ta n ce  a n d  re ten tio n . C o p ies m ay  b e  o b tain ed  by co n tactin g  P ractitio n ers  
P u b lish in g C o m p a n y  a t (8 0 0 ) 3 2 3 -8 7 2 4 . T h e  AICPA's p u b licatio n  M anaging the 
M alpractice M aze (P ro d u ct N o. 0 9 0 3 8 0 ) a lso  p rov id es g u id a n ce  o n  th is top ic (ch a p te r  
10, "C lien t S cre e n in g ").
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A ccounting Issues and D evelopm ents
Losses Resulting From Catastrophic Events
Losses resulting from catastrophic events have reached record 
proportions and natural disasters continue to cause damage that 
results in significant financial loss. Judgment is required to determine 
the appropriate income statement presentation of losses arising from 
catastrophic events. APB Opinion No. 30 discusses the criteria for 
reporting extraordinary items in the income statement. Only in rare 
circumstances does an event—even a catastrophic event—meet both 
the u n u su a l n a tu re  and in freq u en cy  o f  o ccu rren ce  criteria of APB Opinion 
No. 30 for extraordinary item treatment. In most cases, losses stemming 
from natural catastrophes do not meet the second criterion— 
infrequency of occurrence. Events such as hurricanes, tropical storms, 
winter storms, and floods from heavy rains, generally are not in fre­
q u en t, since they are reasonably expected to recur in the foreseeable 
future in the environment in which the entity operates. Therefore, 
it generally is not appropriate to report losses arising from such events 
as extraordinary items.
Postemployment Benefits
In November 1992, the FASB issued Statement No. 112, E m p loy ers'  
A ccou n tin g  f o r  P ostem p loy m en t B en efits  (FASB, C u rren t Text, vol. 1, sec. 
P32), to establish accounting standards for entities that provide former 
or inactive employees postemployment benefits. The Statement is 
effective for fiscal years beginning after December 15, 1993.
Postemployment benefits include, but are not limited to, salary con­
tinuation, supplemental unemployment benefits, severance benefits, 
disability-related benefits, job training and counseling, and continua­
tion of health care benefits and life insurance benefits. The Statement 
requires that entities accrue an obligation to provide postemployment 
benefits if all of the following conditions are met:
• The obligation is attributable to employees' services already 
rendered.
• Employees' rights to those benefits accumulate or vest.
• Payment of the benefits is probable.
• The amount of the benefits can be reasonably estimated.
If all of the above conditions are not met, entities should follow the 
guidance in FASB Statement No. 5 and accrue postemployment benefits 
when it is probable that a liability has been incurred and the amount 
can reasonably be estimated. If an obligation for postemployment
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benefits is not accrued in accordance with these requirements only 
because the amount cannot be reasonably estimated, the entity should 
disclose that fact in the financial statements.
Postretirement Benefits Other Than Pensions
In December 1990, the FASB issued Statement No. 106. Although it 
applies to all forms of postretirement benefits other than pensions, 
Statement No. 106 focuses principally on postretirement health care 
benefits. The Statement is effective for fiscal years beginning after 
December 15, 1992, with a two-year delayed effective date for plans 
outside the U.S. and certain small nonpublic employers. (The FASB 
has issued A  G u id e  to Im p lem en ta tio n  o f  S ta tem en t 106 on  E m p loy ers '  
A ccou n tin g  f o r  P ostretirem en t B en efits  O th e r  T h a n  P en sion s. This publica­
tion is available from the FASB, (203) 847-0700, ext. 10; Product No. 
PQA106; $10.50.)
The audit approach to OPEB is similar to the audit of pension costs 
and obligations because both require actuarial calculations. Therefore, 
auditors will generally need to follow the auditing requirements of SAS 
No. 11. In accordance with SAS No. 11, auditors should make appro­
priate tests of data provided by the client to the actuary. Because 
postretirement benefit costs are dependent on future events, auditors 
should also consider the guidance in SAS No. 57.
For additional discussion of what auditors should consider when 
auditing amounts required by Statement No. 106, see "Auditing Post­
retirement Benefits: How to Deal with FASB 106" in the August 1992 
Jou rn a l o f  A ccou n tan cy . Also, the November 1992 issue of the Jo u rn a l o f  
A ccou n tan cy  includes the sample standard confirmation request for 
auditors to send to the client's actuary.
Incom e Taxes
In February 1992, the FASB issued Statement No. 109, A ccou n tin g  fo r  
In co m e Taxes (FASB, C u rren t Text, vol. 1, sec. 127), which is effective for 
fiscal years beginning after December 15, 1992. (The FASB has issued A  
G u id e  to Im p lem en ta tio n  o f  S ta tem en t 109  on  A ccou n tin g  f o r  In co m e  Taxes. 
The publication is available from the FASB, (203) 847-0700, ext. 10; 
Product No. TQA109; $10.50.) FASB Statement No. 109 requires an asset 
and liability approach for financial accounting and reporting for 
income taxes. It requires recognition of (1) current tax liabilities or 
assets for the estimated taxes payable or refundable on tax returns for 
the current year, and (2) deferred tax liabilities or assets for the esti­
mated future tax effects attributable to temporary differences and tax 
operating loss and credit carryforwards.
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Implementation of the new standard raises some unique issues, such 
as the valuation allowance for any deferred tax asset and the change in 
deferred tax provisions that arise from enactment of the Omnibus 
Budget Reconciliation Act of 1993 (the Act), signed into law on August 
10, 1993. The effect of the change in tax laws and rates included in the 
Act on taxes for the current year should be recognized in the period that 
includes the enactment date (third quarter for calendar-year entities). 
As such, the effect is a component of the income tax provision 
attributable to continuing operations and should not be presented on 
the face of the statement of operations in any manner that would imply 
anything else.
Statement No. 109 requires that deferred tax assets be recognized for 
temporary differences that will result in deductible amounts in the 
future and for carryforwards. A deferred tax valuation allowance must 
be established if it is m ore  lik e ly  th a n  n ot that all or a portion of the 
deferred tax assets will not be realized. The judgment about the need 
for a valuation allowance depends on each entity's specific facts and 
circumstances; there are no precise formulas for determining whether 
a valuation allowance is needed, or the amount of the allowance. Such 
need is based on an assessment of the likelihood of the entity's ability 
to generate sufficient taxable income of the appropriate character (for 
example, ordinary income or capital gain) within the carryback or 
carryforward period under the applicable tax law to realize the tax 
benefits recognized as a result of deductible temporary differences, 
operating loss carryforwards, and tax credit carryforwards.
Auditors should comply with the requirements of SAS No. 57 by 
considering all available evidence, both positive and negative, to deter­
mine whether, on the basis of that evidence, a valuation allowance 
is needed. The weight given to the potential effect of positive and 
negative evidence should be commensurate with the extent to which 
it can be objectively verified. The more negative evidence that exists, 
the more positive evidence is necessary and the more difficult it is to 
support a conclusion that a valuation allowance is not needed for some 
or all of the deferred tax asset.
In the year of adopting Statement No. 109, an explanatory paragraph 
regarding consistency should be added to the auditor's report when 
the effect of such change in accounting principle on the comparability 
of the financial statements is material. See SAS No. 58 (AICPA, P ro fes­
s io n a l S tan d ard s , vol. 1, AU sec. 508.34).
The EITF has addressed several issues related to income taxes. Refer­
ence should be made to E IT F  C o n sen su s  P osition s  in the "Other 
Pronouncements" section, page 54 of this Alert.
The SEC staff is reviewing income tax disclosures, both in the notes 
to the financial statements and in MD&A. In circumstances where
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deferred tax assets comprise a significant portion of the entity's stock­
holders' equity and it is not apparent that the entity's existing level of 
income would be sufficient to realize the deferred tax assets, the SEC 
staff may question management about its conclusion regarding the 
realizability of the deferred tax assets.
If realization of a material deferred tax asset will require material 
improvements in profitability, material changes in trends, material 
changes in the relationship between reported pretax income and federal 
taxable income, material asset sales, or similar nonroutine trans­
actions, the SEC staff indicates that a discussion in MD&A of these 
factors is necessary to provide adequate disclosure regarding the 
nature of the asset. The SEC staff believes that entities should provide 
sufficient disclosures in MD&A to inform the reader what factors and 
assumptions led management to arrive at its conclusion that the 
deferred tax asset would be realized.
Impairm ent o f Loans
In May 1993, FASB Statement No. 114, A ccou n tin g  by  C red ito rs  fo r  
Im p a irm en t o f  a  L oan  (FASB, C u rren t Text, vol. 1, sec. I08), was issued. 
This Statement applies to financial statements for fiscal years begin­
ning after December 15, 1994. Earlier application is encouraged. The 
Statement is a p p lic a b le  to a ll  cred ito rs , n ot ju s t  fin a n c ia l  in s titu tion s , and to 
all loans, uncollateralized as well as collateralized. Large groups of 
smaller-balance homogeneous loans collectively evaluated for impair­
ment and loans measured at fair value or at the lower of cost or fair 
value are among the exceptions to this Statement.
The Statement amends FASB Statement No. 5 to clarify that a creditor 
should evaluate the collectibility of both contractual interest and con­
tractual principal of all receivables when assessing the need for a loss 
accrual. The Statement also amends FASB Statement No. 15, A ccou n t­
in g  by  D ebtors  a n d  C red ito rs  f o r  T rou bled  D ebt R estru c tu r in g s  (FASB, C u rren t  
Text, vol. 1, sec. D22), to require that a creditor measure all loans 
restructured in a troubled debt restructuring involving a modification 
of terms in accordance with its provisions.
A loan, according to FASB Statement No. 114, is a contractual right to 
receive money on demand or on fixed or determinable dates that is 
recognized as an asset in the creditor's statement of financial position. 
Examples include, but are not limited to, accounts receivable (with 
terms exceeding one year) and notes receivable. A loan is impaired 
when it is probable that a creditor will be unable to collect all amounts 
due (including both the contractual interest payments and the principal 
payments) according to the terms of the loan agreement. Statement 
No. 114 requires that impaired loans within its scope be measured on
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the basis of the present value of expected future cash flows discounted 
at the loan's effective interest rate or, as a practical expedient, at the 
loan's observable market price or the fair value of collateral if the loan 
is collateral-dependent.
The term p ro b a b le  (consistent with its use in FASB Statement No. 5) 
means that the future event or events are likely to occur. According to 
Statement No. 5, the conditions for accrual are not inconsistent with 
the accounting concept of conservatism. T h o se  co n d it io n s  a r e  n ot in ten d ed  
to b e  so  r ig id  th a t  th ey  requ ire  v ir tu a l ce r ta in ty  be fo re  a  lo ss  is a ccru ed . They 
require only that it be p ro b a b le  that an asset has been impaired or a lia­
bility has been incurred and that the amount of loss be rea son ab ly  
estimable. Auditors should refer to SAS No. 57 for guidance on auditing 
these amounts.
Auditors should carefully consider the audit risk implications of 
applying the new provisions of the Statement. Aspects of applying the 
new Statement that warrant particular consideration include—
• Proper identification of all loans to which the Statement should 
be applied.
• The reasonableness of estimates of future cash flows and interest 
rates used in discounting.
• The appropriateness of amounts used to measure impairment if 
alternatives to present-value amounts (such as fair values of col­
lateral or observable market prices) are used.
The applicable auditing guidance includes SAS No. 11 and SAS 
No. 57. In addition, auditors may find it useful to refer to the APS, 
A u d itin g  th e  A llo w a n ce  f o r  C red it  L o sses  o f  B an ks  (Product No. 021050EK; 
$25), as a source of information useful in identifying loans for evalua­
tion and developing an effective audit approach.
Investments in Securities
In May 1993, the FASB issued Statement No. 115, A ccou n tin g  fo r  C erta in  
In v estm en ts  in  D ebt a n d  E q u ity  S ecu r ities  (FASB, C u rren t Text, vol. 1, sec. 
I08 and I80), which is effective for fiscal years beginning after Decem­
ber 15, 1993. It specifically prohibits retroactive restatement of prior 
financial statements. Although, typically, Statement No. 115 would be 
initially applied as of the beginning of a fiscal year (such as January 1, 
1994), entities are permitted to initially apply the Statement as of the 
end of an earlier annual period for which financial statements have not 
yet been issued (with no restatement of interim periods). The new 
statement supersedes FASB Statement No. 12, A ccou n tin g  f o r  C erta in  
M a rk e ta b le  S ecu r ities , and its related interpretations. S ta tem en t N o. 115  
w ill im p act a lm o s t  a ll  bu s in ess  en terp r ises . The greatest effect, however, is
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expected to be on financial entities. The Statement covers all debt secu­
rities, as well as the marketable equity securities previously addressed 
by Statement No. 12. Not covered are securities accounted for by the 
equity method and investments in consolidated subsidiaries.
Statement No. 115 establishes the following three categories of 
reporting debt and marketable equity securities:
• H eld -to -m a tu r ity  se cu r it ie s  (debt securities that the entity has the 
positive intent and ability to hold to maturity), to be reported at 
amortized cost
• T rad in g  s ecu r it ie s  (debt and equity securities that are bought and 
held principally for the purpose of selling them in the near future), 
to be reported at fair value, with unrealized gains and losses 
included in earnings
• A v a ila b le - fo r -sa le  s e cu r it ie s  (debt and equity securities not classified 
as either held-to-maturity or trading), to be reported at fair value, 
with unrealized gains and losses excluded from earnings and 
reported in a separate component of equity until realized
An entity should not classify a debt security as held-to-maturity if 
the enterprise has the intent to hold the security for only an indefinite 
period. Consequently, a debt security should not, for example, be clas­
sified as held-to-maturity if the enterprise anticipates that the security 
would be available for sale in response to changes in market interest 
rates and related changes in the security's prepayment risk, needs for 
liquidity, changes in the availability of and the yield on alternative 
investments, changes in funding sources and terms, or changes in 
foreign currency risk.
Paragraph 8 of the Statement indicates that certain changes in 
circumstances may cause the enterprise to change its intent to hold a 
certain security to maturity without calling into question its intent to 
hold other debt securities to maturity in the future. Such circum­
stances include evidence of a significant deterioration in the issuer's 
creditworthiness or a change in tax law that eliminates or reduces the 
tax-exempt status of interest on the debt security. In addition, other 
events that are isolated, nonrecurring, and unusual for the reporting 
enterprise that could not have been reasonably anticipated may cause 
an entity to sell or transfer a held-to-maturity security without neces­
sarily calling into question its intent to hold other debt securities to 
maturity. Such sales and transfers of held-to-maturity securities are 
expected to be rare.
In discussing the impairment of securities other than trading securi­
ties, Statement No. 115 indicates that if the decline in an individual 
security's fair value is judged to be other than temporary, its cost basis 
must be written down to fair value, which becomes the new cost
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basis. The amount of the write-down is included in earnings. If it is 
probable that the investor will be unable to collect all amounts due 
(principal and interest) according to the contractual terms of a debt 
security not impaired at acquisition, an other-than-temporary impair­
ment is considered to have occurred.
Since all entities with a calendar fiscal year must classify their invest­
ments in securities in accordance with Statement No. 115 as of January 
1, 1994, those entities will also be able to apply the Statement as of 
December 31, 1993 if they wish to do so in their 1993 annual financial 
statements. Thus, auditors should be aware of how those financial 
statements involving the classification of investments in debt and 
equity securities pursuant to Statement No. 115 will require judgment 
about such matters as—
• The subjective exceptions for sales of securities designated as held- 
to-maturity (including the interpretation of restrictive terms such 
as iso la ted , n on recu rr in g , and u n u su a l) .
• The ability of an entity to hold securities to maturity, particularly 
when going-concern issues arise.
• Whether cash flow projections are needed in conjunction with 
assessing an entity's ability to hold securities to maturity.
• How to evaluate whether impairments of investments are other- 
than-temporary.
Contributions Received and M ade
In June 1993, the FASB issued Statement No. 116, A ccou n tin g  fo r  
C on tr ib u tion s  R ece iv ed  a n d  C on tr ib u tion s  M a d e  (FASB, C u rren t Text, vol. 1, 
sec. C67). The Statement is effective for financial statements issued for 
fiscal years beginning after December 15, 1994, with earlier application 
encouraged. Statement No. 116 establishes accounting standards for 
contributions and a p p lie s  to a ll  en tit ie s  th a t  rece iv e  o r  m ake  con tr ib u tion s . 
With issuance of this Statement, the FASB has specified when and on 
what basis contributions should be recognized by both contributors 
and recipients. The Statement defines a co n tr ib u tio n  (avoiding the term 
p led g e) as "an unconditional transfer of cash or other assets.. .or a 
settlement or cancellation of its liabilities in a voluntary nonreciprocal 
transfer.. . ."  Generally, contributions received, including uncondi­
tional promises to give, are recognized as revenues in the period 
received at their fair values. Contributions made, including uncondi­
tional promises to give, are recognized as expenses in the period made 
at their fair values. Conditional promises to give, whether received or 
made, are recognized when they become unconditional, that is, when 
the conditions are substantially met.
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A typical auditor "search for unrecorded liabilities" may not detect 
such "promises to give." Therefore, review of documents such as the 
minutes of the Board of Directors meetings may assist auditors in iden­
tifying such promises and evaluating whether proper accrual has been 
made by a contributor.
Industry D evelopm ents
The AICPA issues A u d it  R isk  A le r ts  that focus on recent developments 
in various industries to provide auditors with overviews of current 
economic, industry, regulatory, and professional developments. The 
following industries are covered (product numbers are shown in 
parentheses):
• Agribusiness (022135)
• Banks and Savings Institutions (022126)
• Common Interest Realty Associations (022134)
• Construction Contractors (022133)
• Credit Unions (022127)
• Employee Benefit Plans (022118)
• Federal Government Contractors (022138)
• Finance Companies (022139)
• Health Care (022129)
• High-Technology Enterprises (022136)
• Insurance Companies (022128)
• Investment Companies (022125)
• Not-for-Profit Organizations (022119)
• Oil and Gas Producers (022124)
• Real Estate Companies (022137)
• Securities (022123)
• State and Local Governments (022117)
This year the AICPA has issued a special edition A u d it  R is k  A le r t  titled 
F D IC  Im p ro v em en t A ct Im p lem en ta tio n  Issu es  (022140) that informs audi­
tors how the FDIC Improvement Act of 1991 and its implementing 
regulations and guidelines affect the engagements they perform.
Copies of these industry updates are available from the AICPA Order 
Department, (800) TO-AICPA, at a cost of six dollars each and are also 
included in the loose-leaf service for audit and accounting guides.
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A uditing Standards D ivision Publications
The following publications are issued by the Auditing Standards 
Division and are available from the AICPA Order Department, (800) 
TO-AICPA. Product numbers and prices are shown in parentheses.
C od ifica tion  o f  S ta tem en ts  on  A u d it in g  S tan d ard s  (includes SAS Nos. 
1-71 as well as SSAEs) (059023, $50)
Selected Auditing Procedures Studies (nonauthoritative documents 
issued to inform auditors of developments and advances in auditing 
procedures and to provide practical assistance)
A u d it  C o n s id era tio n s  in  C om m on  C o m p u ter  E n v iro n m en ts4
A u d itin g  th e  A llo w a n ce  f o r  C red it  L o sses  o f  B an ks  (0 2 1 0 5 0 E K , $ 2 5 )
A u d itin g  W ith C om p u ters4
A u d it o f  In v en to r ies  (0 2 1 0 4 5 E K , $ 2 5 )
A u d ito rs' U se o f  M icrocom p u ters  (0 2 1 0 3 0 E K , $ 2 5 )
C on firm ation  o f  A ccou n ts  R ece iv a b le  (0 2 1 0 1 1 E K , $ 2 5 )
Im p lem en tin g  SA S N o. 70, Reports on the Processing of Transactions 
by Service Organizations4
T h e  In d ep en d en t A u d ito r 's  C on s id era tio n  o f  th e  W ork o f  In tern a l A u d itors  
(0 2 1 0 5 1 E K , $ 2 5 )
O ther Pronouncem ents
Following is a list of various authoritative pronouncements issued 
from January 1, 1993, to November 1, 1993, and their effective dates.
Statements o f Financial Accounting Standards and 
Interpretations Issued by the FASB5
To order copies, call the FASB at (203) 847-0700, ext. 10.
4E xp ected  to be p u b lish ed  in th e  first q u a rte r of 1994 . A  p ro d u ct n u m b er is n ot 
available at th is tim e.
5S ee  State and Local G overnm ental Industry Developments— 1993  for recen tly  issu ed  
S tatem en ts of th e  G o v ern m en tal A cco u n tin g  S tan d ard s  B oard .
D escription E ffective D ate
FA SB N o. 114 A ccou n tin g  by C reditors fo r  
(M ay 1993) Im pairm en t o f  a  Loan
Financial statements for 
fiscal years beginning 
after December 15, 1994
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D escription E ffective D ate
FASB No. 115 
(May 1993)
FASB No. 116 
(June 1993)
FASB No. 117 
(June 1993)
Interpretation 
No. 40 
(April 1993)
A ccou n tin g  fo r  C ertain  
Investm en ts in D ebt 
an d  E qu ity  S ecu rities
A ccou n tin g  fo r  C ontribu tion s  
R eceived  an d  C ontribu tion s  
M ade
F in an cial S tatem ents o f  N ot- 
fo r-P ro fit O rganizations
A pp licab ility  o f  G en erally  
A ccepted  A ccou n tin g  P rincip les  
to M u tu al L ife  In su ran ce an d  
O th er E nterprises
Fiscal years beginning 
after December 15, 1993 
(to be initially applied 
as of the beginning of 
an enterprise's fiscal 
year and cannot be 
applied retroactively)
Financial statements 
issued for fiscal years 
beginning after Decem­
ber 15, 1994, except for 
not-for-profit organiza­
tions with less than 
$5 million in total assets 
and less than $1 million 
in annual expenses (for 
those organizations, the 
Statement is effective for 
fiscal years beginning 
after December 15, 1995)
Annual financial state­
ments issued for fiscal 
years beginning after 
December 15, 1994, 
except for organizations 
with less than $5 million 
in total assets and less 
than $1 million in 
annual expenses (for 
those organizations, the 
Statement is effective for 
fiscal years beginning 
after December 15, 1995)
Financial statements 
issued for fiscal years 
beginning after Decem­
ber 15, 1994, except 
for the disclosure 
provisions, which are 
effective for fiscal years 
beginning after Decem­
ber 15, 1992
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EITF Consensus Positions
To order copies, call the FASB at (203) 847-0700, ext. 10.
D ate P osition  R eachedD escription
92-12 A ccou n tin g  fo r  O PEB C osts by R ate- 
R egu lated  E n terprises
93-1 A ccou n tin g  fo r  In d iv idu al C redit 
C ard A cqu isition s
93-26 Effect o f  A cqu isition  o f  E m ployer S hares
for/by  an  E m ployee B en efit Trust on  
A ccou n tin g  fo r  B u sin ess C om bin ation s
93-3  P lan  A ssets U n der FASB Statem ent
No. 106
93-4  A ccou n tin g  fo r  R egu latory  A ssets
93-5 A ccou n tin g  fo r  E n viron m en tal L iabilities
93-6  A ccou n tin g  fo r  M ultiple-Y ear R etro­
spectively  R ated  C ontracts by C eding  
an d  A ssu m in g  E nterprises
93-7  U ncertain ties R elated  to In com e Taxes
in a  P u rchase  B u sin ess C om bin ation
93-8  A ccou n tin g  fo r  th e  Sale an d  L ease­
back o f  an  A sset T hat Is L eased  
to A n o th er  Party
93-9  A pplication  o f  FASB S tatem en t No. 109
in Foreign F in an cial S tatem ents R estated  
fo r  G en eral P rice-L evel C han ges
93-106 A ccou n tin g  fo r  D ual C urren cy  B onds
93-12  R ecogn ition  an d  M easu rem en t o f  the
Tax B en efit o f  E xcess T ax-D eductible 
G oodw ill R esu ltin g  from  a R etroactive  
C han ge in Tax Law
93-13 Effect o f  a  R etroactive C han ge in
E nacted  Tax R ates T hat Is In clu ded  in 
In com e from  C on tin u in g  O perations
January 21, 1993 
May 20, 1993 
January 21, 1993
January 21, 1993
March 16, 1993 
May 20, 1993 
July 22, 1993
March 16, 1993 
July 22, 1993
September 23, 1993
September 23, 1993 
September 23 , 1993
September 23, 1993
Statements of Position Issued by the AICPA
To order copies, call the AICPA at (800) TO-AICPA. Product numbers 
and prices are shown in parentheses.
6B ecau se  of th e  S E C  staff's p o sitio n  o n  th is m atter, th e  E IT F did  n o t re a ch  a c o n ­
ce n su s  o n  th e  issu e .
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D escription
SOP No. 93-1 
(January 28, 1993)
Financial A ccou n tin g  an d  
R eportin g  fo r  H igh-Y ield  
D ebt S ecu rities by  
In vestm en t C om pan ies  
(014876, $6)
SOP No. 93-2 
(February 1 ,  1993)
SOP No. 93-3 
(March 19, 1993)
SOP No. 93-4 
(April 22, 1993)
SOP No. 93-5 
(April 23, 1993)
Financial statements 
and for audits of such 
financial statements for 
fiscal years ending after 
December 15, 1993, and 
for interim periods 
within such years
Annual financial state­
ments for fiscal years 
ending after December 
15, 1993, and for interim 
statements for periods 
in such years
Upon Issuance
______ E ffective D ate______
D eterm in ation , D isclosure, 
an d  F inancial S tatem ent 
P resen tation  o f  Incom e,
C apital G ain , an d  R eturn  
o f  C ap ita l D istribu tion s  
by In vestm en t C om pan ies  
(014877, $6)
R escission  o f  A ccou nting  
P rin cip les B oard  S tate­
m ents (014878, $6)
Foreign C urrency  
A ccou nting an d  F inancial 
Statem en t P resen tation  fo r  
In vestm en t C om pan ies  
(014874, $6)
R eportin g  on R equ ired  
S u pplem en tary  In for­
m ation  A ccom pan yin g  
C om piled  o r  R eview ed  
F in an cial S tatem en ts o f  
C om m on Interest R ealty  
A ssociation s  (014871, $6)
N ote: SOP No. 93-6, E m ployers' A ccou nting fo r  E m ployee S tock O w n ersh ip  
P lans (014803, $6), is expected to be issued November 22, 1993. The SOP 
is effective for fiscal years beginning after December 15, 1993, (refer to 
the SOP for certain transition provisions). The AICPA plans to issue the 
following two SOPs in December 1993 (at this time, product numbers for 
these SOPs are not available):
• In qu iries o f  R epresen tatives o f  State In su ran ce R egulators (effective for 
audits of financial statements for periods ending on or after Decem­
ber 15, 1994)
• T he A uditor's C onsideration  o f  R egu latory  R isk-B ased  C apital fo r  L ife In su r­
an ce E nterprises (effective for audits of life insurance enterprises' 
financial statements for periods ending after December 15, 1993)
In addition, in January 1994, the AICPA plans to issue an SOP titled R eport­
ing on A dvertisin g  Costs. (At this time, a product number is not available.) 
The SOP will be effective for financial statements for fiscal years beginning 
after June 15, 1994.
Financial statements for 
fiscal years beginning 
after December 15, 1993, 
and interim periods 
within such years
Compilations and 
reviews of financial 
statements for periods 
ending on or after 
December 15, 1993
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SEC Staff Accounting Bulletins
To order copies, call the SEC Public Reference Branch at (202) 272-7450.
________________________ D escription________________________  E ffective D ate
A ccou n tin g  an d  D isclosures  U p o n  Issu a n ceSAB No. 92,
Topic 5-Y 
(June 8, 1993)
SAB No. 93,
Topic 5-Z
(November 4, 1993)
R elatin g  to Loss C ontingencies
A ccou n tin g  an d  D isclosures  
R egarding D iscon tin u ed  O perations
Upon Issuance
AICPA Services
T echn ica l H otlin e . The AICPA Technical Information Service answers 
inquiries about specific audit or accounting problems.
Call toll-free (800) TO-AICPA.
E th ics  D iv is ion . The AICPA's Professional Ethics Division answers 
inquiries about the application of the AICPA Code of Professional 
Conduct. Auditors may call any of the following numbers:
(201)938-3177 
(201) 938-3181 
(201) 938-3186
*  *  *  *
This audit risk alert replaces A u d it  R isk  A le r t— 1992.
0 2 2 0 9 9
